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Developments in Auditing Procedures 


Since the Extension of Such 


» sa A 
Procedures in 1939 


By NorMAN J. LenuART, C.P.A. 


_ subject matter of this paper 
might indicate that in 1939 there 
was a sudden addition to usual auditing 
procedures, but I do not believe that 
actually such was the case. Many inde- 
pendent public accountants for some 
years prior to 1939 had been generally 
following the so-called extended pro- 
cedures relating to inventories and re- 
ceivables as outlined in the 1939 report 
entitled ‘Extensions of Auditing Pro- 
cedure.” I believe that report did force 


general acceptance of the recommended 
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Committee on 


and their Board of Examiners. 
This paper was presented by him 
on May 12, 1947, at the Annual 


Meeting of the Society. 











auditing procedures regarding inven- 
tories and receivables. 

Since 1939 the American Institute 
committee on auditing procedure has 
issued 22 bulletins. Several of those 
bulletins amplified or explained por- 
tions of the previously referred to re- 
port entitled “Extensions of Auditing 
Procedure.” 

Two bulletins were regarding ac- 
countants’ certificates. The form of 
certificate set forth in Statements on 
Auditing Procedure Nos. 5 and 6 has 
been followed rather generally by inde- 
pendent public accountants. However, 
you will see variations from the recom- 
mended form, some because of the par- 
ticular circumstances of an engagement 
and some because of the feeling on the 
part of certain independent public ac- 
countants that the so-called standard 
form is not wholly satisfactory. 


There has been criticism of the stand- 
ard form of certificate in that some per- 
sons believe the reference to review of 
the system of internal control may im- 
ply, unless something is said to the con- 
trary, that the auditor approves the sys- 
tem reviewed. Some firms have taken 
this possibility so seriously that they 
have eliminated reference to the system 
of internal control in the certificates 
they customarily sign. 
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There has not been published any 
generally accepted or authoritative 
statement defining “generally accepted 
auditing standards applicable in the cir- 
cumstances.” It is hoped that the com- 
mittee on auditing procedure will issue 
a statement clarifying this matter and 
perhaps taking the position that the 
words “applicable in the circumstances” 
should relate to procedures rather than 
standards. 

| suppose members of this Society 
assume that every independent public 
accountant has read Extensions of 
.luditing Procedure and reads not only 
all Statements of Auditing Procedure 
but also other published material relat- 
ing to auditing procedures. However, 
it does not seem that such is the case. 
Some of you may not have seen the let- 
ter, dated December 20, 1946, signed 
by Mr. Wilcox, President of American 
Institute of Accountants, to the mem- 
hers of the Institute on the subject of 
auditing standards and procedures. 
The letter is short and T would like to 
read it to you. 


“From time to time the American Insti- 
tute of Accountants receives from various 
sources criticisms of audit work by certified 
public accountants in specific cases. A col- 
lection of such criticisms has been made 
hy the Institute’s research department, 
from which a summary of typical “horrible 
examples” has been made and is attached 
hereto. 

“Every one of the cases cited shows 
ignorance or disregard of tundamental 
auditing standards or procedures amply 
described in the professional literature, and 
long since recognized by the profession 
itself as essential. 

hese cases may be rare exceptions of 
inferior work but they are disquieting be- 
cause we have no way of knowing how 
exceptional thev are. 

‘During the war years the accounting 
profession has been preoccupied with prob- 
lems other than auditing procedure. Since 
1939 several thousand new certified public 
accountants have been created in the United 
States. Many new members have been ad- 
mitted to the Institute and to the state 
societies. Some of these new arrivals may 
not be fully c¢ miscious of the existence of 
such documents as “Examination of Finan- 

al St itements by Independent Public Ac- 
countan “Extensions of Auditing Pro- 
aa ail the other 21 statements on 
auditing procedure issued by the commit- 
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tee on auditing procedure of the America: 
Institute of Accountants, as well as other 
authoritative literature in this field. TI 
may be unaware of the fact that 

of protessional conduct of the Insti 
and of most of the state societies, subject 
members to reprimand, suspension, or 
pulsion for failure to observe generally 
accepted auditing standards: and that ig- 
norance of such standards might ved i 
loss of their CPA certificates and disbar- 
ment from pre ictice before certain govern- 
ment regulatory agencies, and possi 
heavy civil liabilities. 

“It is suggested, therefore, that members 
of the Institute engaged in public account- 
ing practice review their own auditing pr . 
cedures, in order to make certain that they 
are in conformity with the standards which 
the profession has accepted as a measure 
of its responsibility. Every independent 
auditor should be thoroughly familiar with 
the indispensable steps which must be taken 
if he is to give an unqualified opinion. 

“Future opportunities of the accounting 
profession are contingent largely on con- 
tinued public confidence in the ability and 
independence of the certified public ac- 
countant. Cases such as those described in 
the enclosed memorandum reflect discredit 
on the professi on as a whole, and thus in 
directly impair the opportunities of every 
practitioner.” 














Even though no member of this So- 
ciety would be guilty of some of the 
practices or lack of practices cited in 
the memorandum attached to Mr. Wil- 
cox’s letter any such condition is cer- 
tainly of concern to all of us. Also, 
published material relating to proceed- 
ings against independent public ac- 
countants by the Securities and Ex- 
change Commission are of interest. It 
is distasteful to read the statements 
made in SEC Accounting Series Re- 
lease No. 48 regarding a former mem- 
ber of the American Institute of 
Accountants who stated that he was 
unfamiliar with the standards ot pro- 
fessional conduct promulgated by the 
State Board of Accountancy of his 
State and was unfamiliar with the 
standards of professional conduct 
adopted by the American Institute 
of Accountants. There is a slight ele- 
ment of humor in SEC Accounting 
Series Release No. 51 in which the de- 
fense made by a certified public ac 
countant for failure to make anything 


Septem }, +) 























Developments in Auditing Procedures Since the Extension of Such Procedures 


approaching a reasonable examination 
was that he was in a hurry to get away 
on vacation. 

One of the most important parts of 
an audit is the forming of an opinion 
as to whether or not the financial state- 
ments are in conformity with generally 
accepted accounting principles applied 
mn a basis consistent with that of the 
preceding year, Since 1939 the Ameri- 
can Institute committee on accounting 
procedure has issued 27 accounting re- 
search bulletins of which several re- 
lated to special war problems. I hope 
every member of the Society is fa- 
miliar with the accounting research bul- 
letins and, therefore, I will not make 
special comment with regard to any of 
them. 

It may be noted that some few of the 
accounting research bulletins have be- 
come obsolete and also that some re- 
flect rather strong dissent on the part 
if certain members of the committee. 

I understand each member of the 
Society receives a copy of each of 
the American Institute Statements on 
\uditing Procedure and Accounting 
Research Bulletins. 

I believe one of the most important 
levelopments relating to auditing pro- 
‘edure is the receipt, by the American 

titute of Accountants, of letters from 
4 companies issuing fidelity bonds in 
hich such companies have generally 


greed that they will not assert claims 





against accountants in any cases not 
involving affirmative dishonest or crim- 
inal acts or gross negligence on the 
part of accountants, and that claims 
in anv case shall not be asserted except 
after an impartial hearing in the mat- 
ter by a committee of three persons. 
\n article appeared in the “Controller” 
ior March, 1947, written by John L. 
Carey, Secretary of the American Insti- 
tute of Accountants, entitled “Defalca- 
ion in Relation to Audit, Internal Con- 
trol and Fidelity Bonds.” This article 
Was reprinted on page 353 of the April, 
1947, Journal of Accountancy and 
should be read not only by every in- 


1 


dependent public accountant but also by 
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his clients. Auditing procedures have 
been influenced by the possibility of 
suit against the independent public ac- 
countant for failure to discover de- 
falcations which generally accepted 
auditing procedures should not be ex- 
pected to disclose. As Mr. Carey points 
out, the best defense against defalca- 
tions requires an integration of internal 
control, audits and fidelity bonds. 

There is not yet general recognition 
of the fact that few of the items in a 
financial statement can be determined 
with exactness and that generally ac- 
cepted auditing procedures may fail to 
detect immaterial errors or misstate- 
ments, even in such an item as cash. 

It has been rather generally accepted 
that if an auditor reviews a client’s year- 
end bank reconciliation, checks the foot- 
ings and independently confirms the 
balance in bank, obtains a bank state- 
ment and paid checks directly from the 
bank on, say, the tenth day following 
the year-end, makes an independent re- 
conciliation of the second balance and 
checks and foots the recorded deposits 
and disbursements during the ten day 
period and follows certain other related 
procedures the auditor has not only 
verified the year-end balance but has 
made proper investigation of unre- 
corded checks outstanding at the year- 
end and charge-backs. 

However, I recently came across a 
case in which the foregoing procedure 
did not and could not detect a defalca- 
tion. The cashier involved had not 
mailed certain recorded checks but 
managed to have cashed other checks 
regating the same total amount. 


ags 


é 
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Certain other auditing procedures hap- 
pened to disclose what the cashier had 
tone 

aqaone, 


It seems to me that year by year 
there is an increase in the degree of 
skill and judgment required of the in- 
dependent public accountant. I am sure 
future developments in auditing proce- 
dure will be accompanied by a con- 
tinued improvement in the average of 
the ability of the independent public 
accountant. 
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Types of Events Occurring After the Balance 
Sheet Date Requiring Consideration in the 
Presentation of Financial Statements 


By Carou F 


_ \USE of the diverse factors which 
enter into the consideration of this 
subject, it seems to me that the discus- 
sion has become rather confused. Some 
of the factors have always been con- 
sidered a part of the normal auditing 
procedures. Others have never been 
considered and it is necessary to deal 
separately with these classifications. 

In Mr. Blough’s article in the Jour- 
nal of Accountancy for March of 1947, 
he has divided the post-audit events 
into three categories. These seem to 
be a reasonably natural division and 
[ think bring out the aforementioned 
diversity of factors. These three groups 
are designated by him as: 

(a) Adjustment Accounting Group 

(b) Future Accounting Group 

(c) Non-Accounting Group 


The first of these, the Adjustment 
Accounting Group, contains those items 
which form a basis for testing the fair- 
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Committees. 

This paper was presented by him 
on May 12, 1947, at the Annual 
Meeting of the Society. 
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ness of prior estimates and which 
would result in adjustments to the 
statements for a period prior to that in 
which they occur. Examples of items 
falling into this class would be the 
settlement of receivables due from 
others; retroactive changes in the tax 
law; returned sales of a subsequent 
period; and other similar items. Al- 
most all of these represent the culmina- 
ion of transactions not completed at 
the close of the fiscal period and it is 
natural that consideration should be 
given to such events in the presenta- 
tion of the financial statements. If, for 
instance, the audit discloses that a claim 
has been filed against the corporation 
and suit brought in connection there- 
with, the most natural question is, “Has 
the suit subsequently been tried and 
settled?” and its outcome in a sub- 
sequent period is naturally taken into 
account in setting up a proper liability. 
In large part, information with respect 
to these items has always been brought 
to light as a result of normal auditing 
procedures and, except for a timing 
factor which I will touch on later, there 
does not seem to be a requirement for 
changes in procedure. 


The second group of items, which 
Mr. Blough termed The Future Ac- 
counting Group, relates to events in a 
subsequent period which will result in 
financial adjustments of the company’s 
statements in such subsequent period. 
Examples of this type are fire losses; 
sales of significant portions of the pro- 
ductive facilities of the business; ex- 
pansion of production either through 
the acquisition of new plants or devel- 
opment of new products; collection of 
life insurance on the death of an officer ; 
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changes in capital structure ; the initia- 
sizable damage suit proceed- 
general, these events do not 
adjustment of the financial 
statements, since they do not affect 
(with the possible exception of the last 
item) the financial position of the com- 
pany at the balance sheet date nor the 
results of its operations for the period 
then ended. They are, however, 1m- 
portant to a prospective investor or 
credito r in his consideration of the 
statements as indicative of the 
iuture gabe 38 of the company. This 
field has not been as clearly covered in 
the past as the Adjustment Accounting 
section, but it is the modern trend of 
— in accounting that the reader 
of the statements is entitled to know all 
ous of this charset and consequent- 
ly there has been a growing tendency 
to insert footnotes in the financial state- 
ments calling attention to such items. 
It is, of course, much more difficult to 
devise auditing procedures which will 
uncover all such items, although many 
will come to the attention of the ac- 
countant during the course of his ex- 
mination, 





The third group is designated the 
Non-Accounting Group and is made up 
f events which, while they will have 
some bearing on the future operations 
and financial position of the company, 
will not be reflected directly in the ac- 
counting records. Examples of this 
tvpe are: changes in the management ; 
inventions of new products; union- 
ization of plants, etc. While some con- 
siderable time is spent by Mr. Blough 
in discussing these items, it seems to 
me that they fall generally into the 
class where if events had occurred dur- 
ing the year under review, no mention 
would be made of them in the financial 
statements, although, of course, their 
effect on the accounting statements 
would be reflected in greater or less 
profits. Admittedly they have some 
significance with relation to a prospec- 
tive investor or creditor, but in recog- 
zing them even in footnotes it seems 
to me that the accountant is treading 
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on extremely dangerous ground in that 
he is seeking to impute either a favor- 
able or an adverse effect on the future 
financial statements to an event whose 
effect cannot be clearly demonstrated. 
It is, of course, evident that the line of 
demarcation between each of these cate- 
gories is a hair line and some events 
may overlap or fall into two of the 
three classes. 

Consideration should also be given 
to the time in which such events occur. 
Three periods of time have a bearing 
on the consideration of the treatments 
from an accounting point of view of 
such events. If the events occur during 
the period from the date of the balance 
sheet to the completion of the field work 
on the audit, it is reasonable to expect 
the accountant to devise some proce- 
dures under which material items will 
be discovered. In fact, this is the only 
period in which events could be dis- 
closed by audit procedures, unless a re- 
quirement is made that at a future date 
a special examination be made for the 
purpose of uncovering items of this 
character. 

However, after the completion of the 
field work, there may be a considerable 
delay before the report is rendered. 
This delay may arise from several rea- 
sons: the accountant may have to take 
care of other pressing work, although 
probably this will not result in any 
substantial delay if the accountant 
wishes to do the work again ; there may 
be one or two or three special points 
which require special consideration be- 
tween the accountant and the manage- 
ment and before an agreement is 
reached on these points, considerable 
time may elapse, probably because of 
the difficulty in arranging a time for 
meeting or possibly because of the ab- 
sence from the company’s offices of ex- 
ecutives who have to be consulted with 
regard to these points, who may be 
away from the office either on business 
trips or on vacation; an important item 
in the financial statements may be a for- 
eign account in respect of which the ac- 
countant may insist upon receiving a 
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confirmation. However these occur, this 
creates a period in which the account- 


ant is not in intimate contact with the 
client and during such periods, events 


may occur which would only be dis- 
closed by means of a special examina- 
tion. 

even after this period, a further 
period starts from the date of the report 
to the date on which additonal reports 
may be required. This is particularly 
true of the larger companies who are 
required to file annually, within 120 
days of the close of their tiscal vear, 
reports with the Securities and [x- 
change Commission. Significant events 
may occur during this period and again 
the accountant is not in intimate touch 
with the affairs of the client. While 
there is no specific indication that even 
the S.E.C. imposes a responsibility on 
accountants for such events occurring 
after the completion of the neld work 
in an audit and possibly even after 
the date of the report, there 1 
question as to the attitude that the com- 
mission might take should there be an 
omission to state a material fact binieas 


the event occurred in such periods. 


nt 


is some 


I 
The question arises again when a 
public offering is made of securities 
which may be within six months from 


he date of the balance sheet. Here, 
ywever, generally the accountant is 
again in touch with the affairs of the 
client through his work on the registra- 
tion statement and he would have a lit- 
tle greater opportunity to obtain knowl- 
lve of material events. A. somewhat 
inalogous situation may occur in 
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smaller engagements where a report 1S 


submission 


a pl Sp C- 
number o 


ot the ac 
» Fel 
i€ Melt 
subsequent 
of his first report 
- E 
the period in- 
is anv effect, 


char; 1 


acter 





by his dating 
f l 


in li imiting o the responsibility of the ac- 
countant. It would seem, however, that 
the accountant could not lose by suc] 
a policy and that he night be able to 
14 


sustain a position which would resu 
in a proper limitation of his respon- 
sibility. 

While I may be getting a trifle afie 
of the subject, it is interesting to note 
that there have been many instances of 
special examinations which parallel th 
disclosure of events subsequent 
audit date. In almost all security of- 
ferings, it has been the practice f 
many years for the underwriters 
request a letter from the accountants as 
of the date of the offering of securities 
in which the accountant states that 
there has been no material adverse 
change in the financial position of the 
company since the date of the las: 
audited report. This has entailed a 
special examination of the records and 
the making of inquiries from the client's 
responsible officials in order to put t the 
accountant in a position to write sucn a 
letter. In addition, the babies: must be 
mee 


BP os 





: 1] e ] . 
carefully worded so as to indicat 


the responsi 


taken by the account- 


ant is considerably less than that taken 





as result of an at It is, of course 
impossible tor the acc untant to make a 
complete audit in the time allotted, as 
this letter must cover the situation at a 
particular date and by the very natur 
of the transacation it must be submit- 
ted within a very short period after the 
dat ec. 


A similar situati 


smaller enagement 
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where a loa 5. 97 

grant al ve > 

sider d by a ] at Investor In SUC 

nstances the countants mav be ask 
nake an examination simil: sco 

to tha -eques by the und vriters 
order to give the parties interest 

some assurance that significant advers 

| 


P : : 
tne subject, 1t snouid 
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Types of Events Occurring in Presentation of Financial Statements 


that these call for special procedures 
on the part of the accountant and a 
special form of letter report. They are, 
therefore, outside of the ordinary scope 
f the accountant’s examination and a 
clear line of demarcation should be 
made in considering the accountant’s 
responsibility for the disclosure of post- 
audit events. 

ne further factor might be noted 
in connection with the events covered. 
It is usual in the consideration of these 
items to lay particular stréss on those 
events which result in a disadvantage 
or loss to the client. Many events, how- 
ever, have a favorable or profitable 
effect on the client’s financial affairs. It 
is natural that the accountant should 
not show the same interest in such fa- 
vorable events as in the unfavorable 
nes in view of the well established pol- 
icy of anticipating losses but not antici- 
pating profits. Accordingly, if the post- 
audit events which come to light as the 
result of the accountants’ examination 
are all favorable, it would not seem 
necessary to disclose them. QOn_ the 
ther hand, if all the events are un- 
favorable. disclosures might well be 
required. In many instances, however, 
here will be both favorable and un- 
events disclosed by the ex- 


if 


Pawarahl 
LVOTrdapte 


amination and in such cases it would 
not be inappropriate to include the 
favorable events in the disclosure as 
well as those which have an adverse 
effect. 

This subject has been a matter on 
which considerable thought has been 
given for the past few-years. It would 
seem, therefore, desirable that the ac- 
countant’s responsibility for the post- 
audit events be clarified and I feel that 
it should cover, as a minimum, all items 
falling into the Adjustment Accounting 
class which occur prior to the comple- 
tion of the field work of the audit. Con- 
sideration should also be given to the 
extension of the normal auditing pro- 
cedures to cover items of the Future 
Accounting class so that a reasonable 
responsibility could be borne by the 
accountant for their disclosure if they 
occur during that same time, though 
this responsibility necessarily would be 
less than that undertaken by him with 
regard to the first class of items. In any 
event, however, there should be a re- 
sponsibility on the accountant to see 
that disclosure is made with respect 
to any material factors of which he has 
knowledge, no matter how that knowl- 
edge is acquired. 
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Normal Auditing Procedures for the Dis- 


covery of Events Oc 


curring Between the 


Balance Sheet Date and the 
Time of the Audit 


By Davip S. Srecet, C.P.A. 


, ] Tie ascertainment by the auditor of 
transactions and information with 


respect to events which occur between 





the balance sheet date and 


the time of 
an audit is not a new practice. It has 
been for many years part of what is 
referred to as standard auditing pro- 
cedure. Although the auditor is called 

th 


upon to express his opinion as to the 


status of a business as it 


financial 1 
f some business day, 


existed at the end 
; 

and as to the results of operations dur- 
ing a period commencing on one day 
and ending on another, he cannot close 
his eyes to events which occur after 
that ti ‘ and ict reflec 1 t the 
tat time arn which renect upon tne 
records he is examining. 


tatement 
With respect to balance sheet items, 
the auditor is to verify 

alue of assets and 

the amounts of liabilities. In order to 
do so, he is expected to do all within 


GS OF 


the tunction o 


the existence and the 











Davip S. Srecet, C.P.A., is a 
- in the firm of Klein, Hinds 
He has been a member of 
1930, and is a 
American Institute 





is an instructor in 
n Evening Session of 
1 of Business and Civic 
\dministration of The City College, 
New York. He is | 
on the Society’s Committee on Au- 
diting Procedure and the Committee 
on Education. 

This paper was presented by him 
on May 12, 1947, at the Annual 
Meeting of the Society. 





presently serving 











~n 


72 


md ae 
reason to tnearth intormMation Vilicn 





has a bearing upon such exist 
value and amounts. This includes 
events and transactions whicl 


either before or after the statement date 





throw light upon the accu- 
figures under review. Fur- 
thermore, the purpose of the lit 1 
fv the items appearing 


In tne 


and which 


racy of the 


a 
peu) 


not only to veri 
the statements anc 
which have been submitted for exami- 
but also to ascertain whether 

there are other items which are not re- 
flected in those statements or books but 
In short, the audi 


bo ks 


ation 
nation, 


should have been. or 
should continually be asking himself: 
“Have I done all that I possibly can do 


to bring to my attention transactions or 





events, which have any bearing upon 
the financial condition of this business 
is it existed on the balance sheet date 

von the results ot op tions for 





1 
in mind that the value of an item at the 


e } ‘ ee aoa aceon 

balance sheet date should be n ette! 

or worse than it subsequently turned 
1 1> e : ee 1 

out to be. For instance, on the balance 

haat lat ae arcaAiINnt receiwahie av 

sneet date an account receivable may 


appear to be collectible but subsequent 


I 
Dankruptcy of the customer, wno neve! 
paid the amount due from him at that 
time, makes that account trulv uncol- 
lectible at all times. Similarly. cash it 
ilectibie at al nes. « WmMuariy, casn it 
a bank, although subject to no restric- 
tions on the statement date, becomes 
a questionable asset as the result of the 
subsequent closing of that bank. 
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Procedures Occurring Between Balance Sheet Date and Time of Audit 


Let us review some audit steps, 
illustrate the well established 
procedures for ascertaining transactions 
balance sheet 
and which are used with the in- 
ition of presenting conditions as they 
lly existed on that date. These 
istrations are not intended to be 
chaustive. They merely support the 
fact that looking into the ensuing period 
is standard auditing procedure. It 
should be emphasized that the term 
vetween the balance sheet date and 
e time of the audit” is r 


rage to that p riod « 





*h occur after the 











Pict ted, of 
til me when 
‘auditing processes are conducted in 
1e auditor’s 


e 
eas 
I 


the field. It is poss! ible for tl 
‘port to be issued consi lerably after 

ield work has been finished, and 
events such as are descril ed herein may 
have occurred in the Hoare between 
the departure from the client’s office 
and the rendering of the audit report. 
It is not intended to consider the latter 
vents in this discussion. 


(a) Cash transactions st 
the period under review are examined, 
ra cash cut-off is made, to determine 
hat reconciling items at the balance 
sheet date were bona fide, and that 
there then existed no outstanding 
ecks, outstanding deposits and charge 
backs not accounted for. Petty cash is 
‘counted as of the date of the audit but 
ted backward to verify the amount 


+ 


n hand at the balance sheet date. 











(b) Notes receivable paid during the 
iterim between the balance sheet date 
and the audit date may not be available 
lor inspection but they may be verified 
ference to the cash receipts and 
1 rim period, or 

t may De found that the note was n 
paid on ite, ie date and was actuall 
uncollectible. In carrying out the pro- 
- of verifying the notes by inspec- 
t » auditor may find that some of 
them are not on h sa hee cause they were 
liscounted or pledged as collateral after 
he balance sheet date. This discovery 
may have a bearing on the financial 
condition of the business under review. 
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(c) Accounts receivable are evalu- 
ated by reference to collections after 
the balance sheet date. Subsequent 
sales returns are reviewed to see if there 
are any extraordinary returns and this 
may indicate that sales during the 
period under review were fictitious or 
overstated. Allowances and discounts 
granted subsequently on balance sheet 
date accounts are reviewed for the 
purpose of establishing the adequacy of 
reserves for such items. Shipments 
after the close of the period are exam- 
ined to see that they have not been 
recorded as sales prior thereto. 


(d) In connection with the verifica- 
tion of inventories the subsequent 
period’s purchase and receiving records 
are examined to verify goods in transit 
the statement date. If the auditor 
was not present at the inventory taking, 
he may test the accuracy of the quan- 
tities at the close of the period by mak- 
ing a count at the time of his audit and 
reconciling the two counts by addition 
of sales and deduction of purchases in 
the interim period. This may be done 
in conjunction with perpetual inven- 
tory records, if the latter are in use. 

With respect to inventory price veri- 
fication, unit selling prices are obtained 
not only from sales during the period 
under review but also by reference to 
sales after the balance sheet date. If 
the merchandise is sold after the turn 
of the vear for less than its inventory 
value, this factor is taken into consid- 
eration by the auditor in passing upon 
the proper valuation of the end-of-the- 
year inventory. 

Investments in stocks and inte 
which may have been sold or otherwis 
disposed of during the period between 
the balance sheet and a it dates, an 
therefore, cannot be inspected at the 
time of the audit, are verified by refer- 


subsequent cash receipts or 


ence to 
other recore 

(f) The checking of accounts pay 
able and accruals would not be com- 
plete without an inspection of the in- 
voices entered in the books in the period 
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mined ately following the balance sheet 
date. The cash disbursements of the 
me period are scrutinized for items 
vhich should be recorded as of the 
statement date. Payroll records are 
examined for the purpose of possible 
icerual of wages or salaries earned be- 
balance sheet date but paid 
including such items as 
“back pay” awards, retroactive wage 
creases, bonuses -to officers and em- 
plovees, salesmen’s commissions, ete. 
The auditor should always bear in 
mind the possibility of additional fed- 
eral income or other tax assessments 
made after the balance sheet date but 
ipplicable to a period prior 
He should inquire about the vear last 
examined by the Treasury Department, 
| ] an addi- 


and thus he 
tional assessment for some prior vear 


1 
thereto 


tl may learn that 
las been made and agreed to subse- 
tuent to the statement date. 

s mav have been con 
date but 


indicate that 


Some habit: 
“4 F 


1 1 
1 balance sheet 


tingent at 

subsequent. events may 

they have become definite, such as 

pending litigation which was ultimatels 

lecided against the company, or re- 

legotiation proceedings which ended 
; 


h a substantial payment to the Gov- 





ernment. 

(g) With respect to purchase com- 
the contract price is com- 
pared not only with the current market 
price at the date of the balance sheet 
hut also with quoted prices for similar 
goods after the statement date, and 
especially the prevailing price at the 
time of deliverv if the latter occurred 


1e balance sheet date and the 


nutments, 


a 


ve audit, This. of course, is 

done to determine whether a reserve 
commitments 
should appear on the balance sheet. In 
ts connection, firm sales contracts will 
be taken into consideration and mav 
indicate that no loss will probably occur 

: 


purchase 


m the disposal of the merchandise. 
he foregoing examples of what has 
heen accepted as standard auditing pro- 
lure deal with the books of account 


1 tl Iving records pertaining 


nd the under! 


“e 


Oo 


thereto. 
obtain relevant data from: an examina- 
tion of the corporate minute book. [er 
tinent transactions may be revealed by 
discussions at directors’ or stockhold 
ers’ meetings held after the 
sheet date. 

executives and employees with respect 
to specific matters are within the scope 
of an audit. Any incomplete transac 
tions at the balance sheet date should 


balan 








be discussed for the purpose of ascer- 
taining the eventual outcome thereof if 
reflected by the 


already examined. 


that is not records 

Most of the items referred to above 
will result in adjusting entries and will 
be given effect to in the financial state- 
inents. With respect to others, there 
is not vet general agreement among ac- 
countants as to whether they should 


should not be incorporated in the state- 
1 


ments and even as, to whether mention 
should be made thereof in comments or 
footnotes. 

ent discussions of this sub- 
ealing with what the auditor 1s 
expected to reveal in his report, a much 
used example is the one about the fire 
which destroved a material portion of 
the plant after the balance sheet date. 
In my opinion, the disclosure of this 
fact is not so important as the perform- 
ance by the auditor of that part of gen- 
erally auditing 


accepted 
Which requires the examination of 


procedt 


surance coverage at the date of the bal- 
letermine if it is ade- 


quate. This includes not only sufficient 


ance sheet, to < 





insurance but also such protection 
as use and occupancy insurance, profits 
insurance, ete. If the auditor is not 
satishied that the company under exam- 
ination is adequately insured against 


loss of property, and loss of expected 
} 





earnings during the period between the 
time of the fire and the time of resump- 
tion of normal operations, it is | 
] 
i 


n 
to make t 


is duty 

lis fact known and that 1s 

probably more important in a discus- 

sion of audit responsibility than the re- 
porting that a fire occurred. 

In this connection, it is timely to 
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direct vour attention to an announce- 
ment which recently appeared in the 
newspapers concerning the Monsanto 
Chemical Company's loss in the Texas 
Citv, Texas, disaster. It was reported 
that the plant was covered by $14.750,- 
000 insurance, by $7,500,000 use and 
ccupancy insurance to compensate the 
company for loss of earnings, and by 
$2,500,000 public lability insurance. 
An officer of the company emphi 
the adequacy of the insurance 

In conclusion, the auditor should not 
be expected to go beyond reason in 


a 
transactions 


events and 


isized 


coverage. 





ascertaining 


which occurred after the balance sheet 
end of the audit. 
ve expected to be a 
clairvoyant. He should 


i, 
w standard auditing pro- 


date and before the 
He should fot 1 

] " 
SOOTHS|V eT 
f cours:, foll 
cedures, and, having done so, he should 
be responsible for the ascertainment of 


rmation than those pro- 


no more into 
cedures reveal. Any facts which come 
wledge as a result of those 
] 


to his kn 
procedures should be carefully consi 
| him as to whether they affect 
ie statements on which he is to ex- 
h; 
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ass 


s opinion, 


Buy U.S.Savings Bonds 
REGULARLY 


ethan, 


Ask where you WORK 


Ask where you BANK 





Cn 
e 








Supplementary Auditing Procedures for the 

Discovery of Events Occurring Between the 

Balance Sheet Date and the Effective Date 

of Filing with the Securities and Exchange 
Commission 


By G. CHARLES HurpMAn, C.P.A. 


S* rion 11 of the Securities Act of 
1933, as amended, imposes civil lia- 
bilities upon signers, directors, inde- 
pendent experts and underwriters in 
case the registration statement on the 
effective date contains an untrue state- 
ment of a material fact or omits to state 
a material fact required to be stated 
therein or necessary to make the state- 
ments therein not misleading. Persons 
other than the issuer shall not be liable, 
however, provided they can sustain the 
burden of proof that they have reason 
to believe, after reasonable investiga- 
tion, that the statements in the regis- 
tration were true and that there was 
no failure to state a material fact or 
that the statements were not mislead- 
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on May 12, 1947, at the Annual 
Meeting of the S ciety. 











ing. It is important to note that the 
date on which the registration state- 
ment becomes effective is the significant 
date as of which the burden of pro 
rests on all parties to the registratio 
statement. 

The Securities Exchange Act oi 
1934, Section 18(a), provides civil 
liability for faults or misleading state- 
ments in applications, reports or docu- 
ments filed under the Act. No specific 
provision is made with respect to omis- 
sions. The statements are merely de- 
clared actionable if they are misleading 
This differs from Section 11 of the 1933 
Act under which omission of a materia! 
fact required to be stated and the omis- 
sion of a material fact necessary t 
inake statements not misleading ar 
hoth specifically declared actionable. 

Under Section 18(a) of the 193 
Act, liability is imposed upon any per- 
son who makes or causes a false or 
misleading statement to be made 
Under Section 11 of the 1933 Act the 
specific persons are named (issuer 
directors, experts, underwriters, sigt- 
ers). It is suggested that under Sec- 
tion 18(a) the burden of proof 1s on 
the person instituting the action to show 
that he relied on the statement anc 
suffered loss, not knowing that the 
statement was false or misleading, 
whereas, under Section 11 of the 1933 
Act, the burden is on the defendaat 

These provisions in the two Acts im- 
pose responsibility on the independent 
certified public accountant signing the 
statements to be filed with the Secur'- 
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Supplementary Auditing Procedures for Filing with the S.E.C. 


ties and Exchange Commission to re- 
quire the accountant to institute sup- 
plemental auditing procedures for the 
discovery of events occurring between 
the balance sheet date and the effective 
date of the statement. Because the 
effective date in such instance may be 
later than the date on which the en- 
eagement is completed, or later than 
the date of the accountant’s report and 
opinion, it is frequently necessary to 
institute steps for the discovery of such 
later events and to consider the manner 
in which they should be disclosed. 

The steps that are generally taken 
under such circumstances include a re- 
view of the latest interim unaudited 
financial statements of the company and 
inspection of the corporate minutes; a 
review of entries in the General Jour- 
nal. Voucher Register and Cash rec- 
ords, all for the purpose of discovering 
unusual items of material amount in 
order that information and explana- 
tions concerning them may be obtained. 

In addition to the foregoing the inde- 
pendent auditor should make inquiries 
from responsible executives and depart- 
ments, including the President, Comp- 
troller, Treasurer, legal, contract, in- 
surance. purchasing, sales and person- 
nel, and, where considered necessary 
and practicable, obtain written repre- 
sentations from them. 

At this point it may be well to em- 
phasize that one would not expect de- 
velopments disclosed by the measures 
outlined above to give rise to adjust- 
ments of the financial statements at the 
balance sheet date, as the normal audit- 
ing procedures outlined by Mr. Siegel 
should have disclosed these. It is ex- 
pected, rather, that the events disclosed 
will be such as would later be found in 
an examination of the accounts for the 
subsequent fiscal vear. If there are any 
such developments, the independent 
auditor and the reporting corporation 
have two courses open to them. The 
information may be disclosed by the 
corporation in notes appended to the 
financial statements or, in the case of 
a registration statement, in the textual 
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material forming part of the statement. 
If a difference between the management 
and the independent auditor exists con- 
cerning the form or content of the dis- 
closure, the independent auditor may 
be forced to consider the necessity for 
remedying the defect through appro- 
priate explanations contained in the re- 
port and opinion, 

Events which may be required to be 
reported fall into two general classifi- 
cations, namely, those as to which 
monetary estimates are possible and 
those affecting the future financial posi- 
tion of the company which are not sus- 
ceptible to financial measurement. 
*xamples of the first type include such 
events as fire losses, acquisitions or 
sales of important productive facilities, 
changes in capital structure, damage 
suits, etc. Of course, the test of materi- 
ality should be applied in respect of 
each item. Examples of developments 
in respect to which monetary estimates 
as to their future effect cannot be made 
include new inventions giving rise to 
obsolescence of products or facilities, 
important changes in management or 
labor relations, important changes in 
statutes, etc. 

Frequently underwriters require in- 
dependent auditors to express written 
opinions concerning the existence or 
non-existence of supplementary devel- 
opments of the character I have been 
discussing. Extreme care is required 
in expressing such an opinion. Usually 
the accountant can do no more than to 
recite the facts, state the source of his 
information and make it clear that the 
events occurred in a period which was 
not audited. 

The accountant’s report and opinion 
at the balance sheet date, if supple- 
mentary events are fully disclosed in 
footnotes, need make no reference to 
them. If the auditor is not satisfied 
with the disclosure made, or in the ab- 
sence of any disclosure, he may be re- 
quired to make mention of that in his 
report and opinion. In such instance 
his responsibility is limited, in my 
opinion, to a recital of the facts, and 
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he should use extreme care that he 
does not express or imply an opinion 
as to the effect of supplementary hap- 
penings not measurable in dollars. 
Sometimes the accountant finds him- 
self forced to consider the disclosure 
of supplementary events of a favorable 
character as well as those of an adverse 
opinion that the 


nature. I am of the 


obligation for disclosure of both exists. 
However, one can be certain that criti- 
cism will fall more heavily on the au- 
ditor who fails to disclose adverse fac- 
tors, and for this reason it 1s natural 
that our supplementary investigation is 


pointed more toward those things which 





might harm the company’s future 
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Tax Aids via Elmira 


By J. K. Lasser, C.P.A. 


oUR editor cautioned me to make 

liberal notes upon the important 
things said at a two-day tax meeting of 
the Society held at Elmira, in May. 
Here is the record of a bit of the mate- 
rial that served to leave lasting impres- 
sions with me. Much of it was tre- 
mendously worth clipping. All of it is 
the result of the highly specialized re-, 
search and experience of a gallant band 
of tax students. The speakers and the 
subjects at Elmira were: 

BENJAMIN GRUND—How to con- 
duct transactions in business that 
involve husband and wife and 
other members of the family. 

Max Rotnik—Elections in the in- 
come tax law and regulations that 
give you tax reductions. 

Maurice H. Rica—What to think 
about in planning for the estate 
taxes due by a business man upon 
his death. 





J. K. Lasser, C.P.A., holds cer- 
tificates from the States of New 
York, New Jersey and California. 
He is Chairman of the Committee on 
Federal Taxation of the Society and 
a member of the corresponding Com- 
mittee of the American Institute of 
Accountants. He is also Chairman 
of the Institute on Federal Taxation 
at New York University. 

He has written extensively and is 
the author of Your Income Tax, 
Your Corporation Tax, the Business 
Tax Guide, the Business Executive's 
Guide and a host of articles, prin- 
cipally on tax matters. He is also 
the editor of the Handbook of Ac- 
counting Methods. 

He also conducts The Tax Clinic, 
a regular monthly column dealing 
with current tax matters in The 
Journal of Accountancy. 
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MiLton C, CuarLEs—How to use 
accounting methods and account- 
ing periods to get the greatest tax 
advantage. 

Maurice Austin—How to conduct 
personal holding companies to 
avoid the penalties in the law. 

Joun P, Witt1ams—How to handle 
the income and deductions of con- 
trolled companies. 

Paut D. SEGHERS—H ow to do busi- 
ness outside the country and how 
a foreign company should do busi- 
ness here. 

GLENN O. WILLIAMs—How to make 
compensation arrangements today 
in light of the most recent deci- 
sions. 

A. E. Surpam—Discussion of the 
methods used in determining stock, 
real estate and goodwill valuations 
for income and estate tax purposes. 

\V. H. Matoney—How to organize 
a business to get the best possible 
form. 

J]. K. LAsser—How to reorganize a 
business to get greater tax advan- 
tages than exist in the present 
form. 

LestigE Muitis—Planning for the 
business income and expenses to 
get the best tax advantage, 

SAMUEL SINGER—What is new in 
depreciation, depletion, abandon- 
ment and amortization problems. 





Here, now, is what we caught as we 


ran along with the taxfeast. This is 
simply a bit out of each man’s talk. It 
is expected that some of them will be 
printed in full in future issues. 


Grund on Partnerships 


Despite the partnership decisions 


Grund said it was still possible (in New 
York) to get effective assignment of a 
lot of family income by 


579 











The New York Certified Public Accountant 


l, Tenancies by entirety, or 

2. Buying property in both names 
even if the husband puts up all 
the money. 


These afford as much relief (in many 
cases) as the old partnerships. This 
argued Grund, is unanswerable, in the 
ight of the partnership decisions. 
Apparently the government is not 
going into the Supreme Court with 
partnership cases that it is losing in the 
Circuits—even though the Circuits are 
revising the present harsh rules in the 
Tax Court. This is particularly true of 
joint venture cases, as distinguished 
from partnerships. Collector v. Beasley, 
157 F. 2nd, 970 (CCA 5); Collector v 
Feldman, (CCA 5) 158 F. 2nd, 448; 
Durzwood v. Comimisstoner, (CCA 8) 
Decided February 6, 1947; and Dis- 


urt decisions. 


In view of the present trend of incor- 
porati ns if partners! lips, Grund sug- 


1 


uidation of partnership with 
listribution of investment assets 


such as real e state, securities, etc., 
to the “inactive” partners. Then 

ntinue the partnership with 
mly active partners as members 
and have the corporation rent the 


assets for use by the new partner- 


ship, 

2. In incorporation be sure to avoid 
le situation that was present in 
Overton, 6 TC 304, to insure that 
dividends are taxed to the inac- 
tive partners. (C — pre- 
ferred stock only for such part- 
ners as alternative. 


Rolnik on Income Tax Elections 


Rolnik developed something we had 
long hoped someone would do—a check 
list of the alternatives of the law and 
regulations that give you tax reduc- 
tions. The entire list is important and 
ought to be reprinted somewhere. We 
can include only part of it here and 
hope someone else gets out a full list- 
ing. He divided the elections into— 


580) 


Basic inethods available for deriving 
income, such as: 

Investments in income not taxed at all— 
e.g., municipal bond interest or prop- 
erty giving unrealized appreciation; 
income taxed only in part—e.g., divi- 
dends received by corporations; in- 
come taxed at lower rates—e.g., long- 
term capital gains; such as income 
earned outside of U. S.—e.g., earned 
income from foreign countries. 


Methods of handling transactions to 
get the lowest tax, such as: 
Selection of property to be sold which 

gives lowest tax; getting into recog- 
nized or non-recognized gains and 
losses; dealers and non-dealers, ete. 


Methods of timing transactions, such 
as: 
Short-term and long-term capital gains 
and losses; obtaining full benefit of 
carry-overs; income earned over 


longer period, etc. 


Allocating the income and deductions 


to get the greatest benefit, by: 
ignments of income or property or 
giits; or creation of one or more 
rusts; or family partne eres: doing 
i partnership, 


as one or several commeess nS, i, 





jusiness as individual, 


. : : ; 
Selectii g the hest method f repo - 


ing income using ad metageously 
all sections concerning: 
Valuation of inventory; intangible drill- 
ing costs; carrying charges ; amortiza- 
in of bond premium ; accrual of 
government bonds by cash 
basis taxpayer; recovery of unconsti- 
tutional Federal taxes; foreign income 
tax, credit or deduction: accrual by 
cash basis taxpayer; cancellation, re- 
duction, retirement or redemption of 
indebtedness provided basis of property 


1 +c 


1S reduced, etc 


rarat 
1¢ 


terest on 


Making the best elections at the date 


of filing a return, such as: 

Computing net income by separate or 
joint returns of husband and wife; or 
by using the standard deduction ad- 
vantageously ; or by taking the install- 
ment method on profit on casual in- 
stallment sales of personal property 
and sales of real property, etc.; com- 
puting the tax by using the optional 
tax computation for individuals, or 
the alternative tax on capital gains, or 
taking the credit for foreign income 
tax, Gt. 


September 
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q 
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Tax Aids 


Choosing the way to make payment 
of tax, such as using: 
Installment payment of tax; extensions 


+ 


to pay tax; extensions where 
back is anticipated, etc. 


carry- 


Rich on Estate Planning 
We thought the Rich compilation of 


methods of various estate planning to 
be of major importance. That included 
the methods of minimizing the estate 
tax by transactions during lifetime of 
client through: 

Life insurance purchas ed | by others, with 
incidents of ownership by client. 
Gifts to family directly or indirectly in 

rust but avoiding, if possible, taxability 

ider the doctrine of “contemplation of 
death.” 
Eliminating from the client's property of 
income-producing property which builds 
up 9 estate. 


Discussing the method of providing 

funds for payment of estate taxes and 

administrative expenses, Rich pointed 

out that the mechanics should include 

arrangements during the lifetime of the 

decedent, as follows: 

ugh life insurance payable to estate. 

subject to estate tax). 

y contract for sale of interest in business 
death, to key employees, partners or 

shareholders, ete. 

I less. insurance trusts 

for sale of business 





1] 
Lou 


providing 
interests at 





Preservation of estate involved, too, the 
need to avoid successive estate taxes on 
, : aang 
aths of beneficiaries by 
Granting lite estates and remainder 
_N n rule against perpetuities ). 
Granting powers of appointment which 
quality as tax free by statute. 
Testamentary trusts; but in these try to 
void the taxable invasion of corpus. 





Charles on Accounting Methods 
and Periods 
Discussing down to ez rt 1 accounting 
methods Charles noted these tax aids: 


Tw peices owned by an individual 
have different accounting methods— 
cash and one accrual. 

Fiscal (not calendar) year accounting is 
— unless actual books are kept 
that basis. 

teen week reporting period means you 

have not elected a fiscal vear—even if 


1 
I 








via Elmira 


this reporting method has been used for 
a long time. You may be converted to a 
calendar year by the Bureau. 

Election of accounting methods on a first 
return is very important—for example, 
real study should be made of: the meth- 
ods of defining income by postponing 
passing of title (via consignments or 
similar deals); deferring or including 
expenses. 

Constructive receipt rules do not mean that 
you can assume constructive payment 
giving you a deduction—the Tax Court 
holds otherwise. 

Filing a refund claim for tax does not bar 
a deduction. A contest denying the tax 
will prevent a deduction. 

lhe installment basis is only permissible 
where there is a gain. 

An architect cannot get the benefit of long 
term contract accounting. 


Austin on Personal Holding 
Companies 


In some cases, Austin pointed out, 
the Personal Holding Company status 
is desirable because: 

1. Highly favored treatment gives net long 
term capital gains. If you are worried 
about 102—you change over to this 
status. 


Y 


2. Net long-term capital gain in the case 
of a Personal Holding Company is sub- 
ject only to a 25% tax with no further 
tax for non-distribution thereof — in 
other companies, payment of 25% tax 
does not avoid appiication of section 
102 to the long-term gain. 

3. Favorable rule for charitable contribu- 
tions—-For purpose of Personal Hold- 
ing Company tax, contributions are 
allowed up to 15% of net income (modi- 
fied somewhat for this purpose), in- 
cluding net long-term capital gains—for 
purpose oi section 102 tax on non- 
personal holding companies contribu- 
tions are allowable without limit. 

4. Rule in capital loss—For purpose of 
personal holding companies tax, capital 
loss deduction is limited, with five-year 
carryover, in the ordinary way—for 
purpose of section 102 tax, capital losses 
are deductible without limit, and loss 
carryover not applied. (Possible double 
deduction in case of change of status 
irom ordinary corporation to personal 
holding company). Same loss allowed 
for 102 purposes can be carried for- 
ward and allowed as a deduction for 
the Personal Holding Tax. 


How do you alter the gross income 
ratio when you find yourself likely to 
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be subjected to the tax? Austin’s aids 

are: 
1. Remember that all costs of goods, prop- 
erty, or purchased services sold are to 
be deducted from sales proceeds €.g., 
manufacturing overhead, iarm expenses 

to find your gross income. 

2. Try to purchase real estate with small 
equity and high gross income. 

ae rather than 
including full gain in sales. 


se the installment basis 


} Take ewains on real and depreciable 
property—they are not personal hold- 
ing company income. 


5. ‘Take losses on securities whose ga 


li in is 

included. J.osses do not reduce Per- 
sonal Holding income 

6. Take reimbursement of expenses from 

related companies. This is not gross 

income. That is not true of compensa- 

t rendered or rent for 


tion tor services 


it es provided 


faci 
Some difficulty is had with the 
method of computing the 25% tax. 
\ustin pointed out that it is to be 
computed this way: 

EXAMPLE: Assume a company has a 
net lone term gain of $80,000, other net 
income of $50,000, and dividends to 
stockholders of $9,000. We would com- 
pute the tax this way 


Income 


On ordinary income....... $ 19,000 
On long term gain......... 20,000 
Total Income Tax.... $ 39,000 


Personal Holding Company's 
Net Income 

PERE SUOOINE 68s irarscds is ose 

LSS > MiCOMe tax. «3... 


$130,000 

39,000 
“$ 91,000 
Less: distributions to stock 


RRRMEPIIR thoes ars cen wee 9 000 

'$ 82,000 

Net long term gain.... 80,000 

ROHAN: « ciriew sind ware ed $ 2,000 

Tar == 

Personal Holding Company 

tax on balance @ 75%... $ 1,500 
25% tax on long term 

Ties ROR Pent) Geena 20,000 


$21,500 

25% tax on long term 

gain paid on form 1120 20,000 
Personal Holding 

Company’s Tax... $ 1,500 

Total Income and Personal 

Holding Company Taxes.. 


$ 40,500 


J. P. Williams on Controlled 
Companies 


The principles laid down 14) 
decided cases were briefly summarized 
by Williams, as follows: 


Under Section 45 the Commissioner 
cannot require taxpayers so to arrange 
their affairs as to produce the largest 
ceivable tax liability. 

The taxpayer has the burden of showing 
that a Section 45 determination its an abus 


of the authority granted to the Commis- 






sioner. The taxpayer has the burde: 
esta ing a more accurate allocatior 
The Commissioner cannot arbitra se 
up income where it does not exist, nor may 
he use Sec. 45 to disallow deducti rf 
tire ly. 
The Commissioner can on! 
com and deductions. Ife cannot agere 
ite the net income ot 1 





nesses and tax them as a i 
Where it is determined that the transa 

tion between controlled taxpayers wa 

* the usual method of re 


is to substitute the fair market 


“at arms length 
allocz 


value at the date of the transaction for 





that carried on the taxpayer's books. Ii 
fair market value is used by the taxpayer 
there is no basis for the application of 


Sec. 45. 

Adjustments under secticn 45 should not 
be made under the consolidated returns 
provision. Specific intercompany accounts 
should be consolidated solely for the pur- 
pose of making an accurate distribution of 
profits so that a separate net income and 
tax may be computed for each company. 
There should be such an analysis of the 
accounts as to make it possible to attribute 
to each trade or business the gains, profits, 
etc. properly belonging to it. Intercom- 
pany items such as dividends, interest, 
sales, etc. are not to be eliminated as in a 
consolidated return but merely adjusted so 
as to correctly reflect the separate income 
of each company. 


Williams noted that the Regulations 
go beyond the authority granted by the 
statute particularly in providing that 
“the standard to be applied in every 
case is that of any uncontrolled tax- 
payer dealing at arm’s length with an- 
other uncontrolled taxpayer” and that 
the income of the controlled taxpayer 
must be the Commissioner’s interpreta- 
tion of what it would have been had 
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the parties been strangers to each other. 
But, says Williams, the courts have 
restricted the application of section 45 
to cases where tax evasion or inter- 
accounts occurs. They 
have not permitted section 45 to be 
used to disregard the actualities of 
business transactions in order to ar- 
rive at largest conceivable tax liability. 
are, of course, circumstances in 
which the Commissioner may disregard 


inctlixice) Oe 
mingling of 


the form of the transaction, ignore cor- 
porate and other entities, and the like. 
But he is obliged to proceed under other 
sections of the Code. He cannot justify 


action under section 45. 


Seghers on Foreign Trade Problems 


a lot of the 
material he used in his article in the 
March issue of this magazine, which 
we shall not repeat. But a couple of 
other jottings were important: 

Where foreign currencies of fluc- 
tuating values are involved, the deter- 
mination of the amount of income sub- 
iect to United States income tax, and 
the time when such income is realized, 
present many problems and, conse- 
juently 


savings. 


Paul Seghers covered 


> 


many opportunities for tax 





The first step toward wisdom in this 
lirection is to realize that foreign cur- 
rency does not constitute money for 
Federal income tax purposes, but other 
property. For Federal income tax pur- 
] is no such thing as a sale 

property for foreign currency; no 
purchase for foreign currency; no pay- 
ment of a debt in foreign currency. 
Every such transaction constitutes, for 
such purposes, an exchange of prop- 

ty for property. Keeping this in 
will give a better understanding 
f the tax effect of the infinite variety 
f transactions involving foreign cur- 









rencies and foreign exchange. For in- 
stance, the courts have consistently 
held that the borrowing and repayment 
of foreign currency do not, in them- 
selves, result in taxable income, des- 
pite a lower exchange rate for the for- 
eign currency, expressed in United 
States dollars, at the date of repayment. 
It is necessary to think of such a trans- 
action as a purchase of property and 
the return of the same property. 

There are many other less-known tax 
saving opportunities in connection with 
other features of foreign trade and in- 
come from foreign sources. 

The possibility of obtaining refunds 
with respect to dividends and patent 
royalties from British sources is of 
timely interest. Such refunds may re- 
sult from the tax convention between 
the United States and Great Britain, 
ratified in 1946 but retroactively ef- 
fective to various dates at least as far 
back as January 1, 1945, depending on 
the facts in the particular case. Such 
tax refunds, in the case of patent royal- 
ties, must be claimed and obtained by 
U. S. taxpayers from the British 
Treasury, whereas tax refunds on ac- 
count of dividends are to be claimed 
from the U. S. Treasury. 

Refunds on other grounds likewise 
may be obtainable as a result of the 
enactment of this tax convention. In 
addition, where credit against United 
States income and excess profits tax on 
account of British taxes on patent 
royalties has been denied for years 
prior to 1945, there would still appear 
to be some possibility of obtaining re- 
funds for years not yet outlawed. 


G. O. Williams on Salaries 


Here is a list Glenn O. Williams pre- 
pared to show the results in all the re- 
cent cases: 
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SALARIES ALLOWED BY THE TAX COURT 
Net 
Profits 
After Salaries 
Officers’ es 
Sales Salaries Deducted Allowed 
Tax (000 (000 Dividends Paid No. of for these for these 
Type of Business year omitted) omitted) (000 omitted ) Officers officers officers 
Manufacturer of 
electrical heating 
equipment 1941 222 «41 1 $ 56,000 S$ 40,000 
Industrial engineering 1941 87 11 1 19,000 19,000 . 
Automobile sales and 1942 248 6 2 23,000 18,000 : 
repairs 1941 653 12 2 29, 04K) 18,00 
19440 8605537 2 21,000 15,000 ; 
Manufacturer of soft 1943 133 1 2 24,000 16,00 ; 
drinks 1942 70 7 2 18,000 16,00 | 
¢ 
Lumber and steel 1 
dealer 1941 2 O00 (6% on all stock) 1 45,000 45.00 tc 
Manufacturer of | 
machines and tags 1941 669 295 (“Substantial” amounts) 2 72,000 7 2,000 b 
- P ° a - q nA 
Engineering 1940 2,700 312 50 2 200,000 = 120,000 | 
construction 1938 1,700 223 2 200,000 120,00 a 
. alee a‘ ¥ e \ 
Coal mining 1941 3,000 = 31 3 64,000 25,000 
D) 
ae S sd Pp 
3uilding construction 194] 2,900 28 1 50,000 25,000 “F 
1940 1600 48 1 50,000 25,000 ’ 
Marine construction 1941 18,900 466 2 ~=126,000 96,000 N 
and dredging 1940 4900 228 Z 73,000 59,000 
Manufacturer of 1942 1,900 289 22 + 124,000 99,00 ve 
steel castings 194} 1300 177 20 4 117,000 91,000 : 
1940 70 61 9 4 63,000 3,000 th 
Cotton goods converter 1941 5800 196 4 94.000 71,00 
Manufacturer of tincans 1941 179 28 4 27,000 22.000 
Broker and shipping : 
agent 1941 3,000 60 2 141,000 =: 120,00 
Processor of meat 
sausages 1940 252 4 3 45,000 33,000 
Surdam on Valuations Book equity values (limited by redemp- 
ee ee adr ie eet tion or call values). 
Particularly useful as a check list Yield—as compared with similar bonds 
was Surdam’s suggestion tor more having an established market. 
usual methods of ready valuation. . ; F ; th 
é ; : Bee For Real Estate Valuations—use: = 
For Stock I aluations—use : Comparison with similar properties on 
Quoted or established market transac- which a record of sale exists. 
tions. _ Comparison of assessed value with sale 
Book equity values. price and assessed values of oth 
Appraisal equity values. properties in the same district. 
Capitalized earning value. Established earning power. 
Established operating and dividend Plottage and availability for special use 
policy. R ki 2 » . 
Hist ry of management. For Goodwill ] aluation—use: 
A combination of two or more of the Established earning power over a rea- 
above factors. sonable return on tangible assets used 
>. PR , ee in the business. Remember that good- 
For Bond } aluations “Use - will is usually the measure of earning 
Quoted or established market transac- power in excess of a normal return on bus 
tions. tangible assets employed in the bus!- = 
ity , 19 
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ness. It is the measure of the excess 
ot fair value of stock over the net 
value of tangible assets. It may be 
lost by change in management or in 
control of a business. 

Monopolistic rights created by the good- 
will or the properties from which the 
goodwill stems. 

Limitation of life, or of market, or of 
use oi factor of goodwill. 

Surdam pointed out that the State of 
New York usually determines the 
value of stock of a closely held cor- 
poration by using the average between 
the net book value and an earning value 
based upon 8 times (i.e. @ 12%%) 
the average earnings for a period of 
three years. 

Discussing excessive or prices paid 
on inventories today — premiums or 
bonus deals, (so prevalent today), Sur- 
dam wondered whether the Bureau 
would permit the excess (over normal 
price or list price) to be included in 
year-end inventories. So do we. 


Maloney on Organizing a Business 
On the argument of a proprietorship 

versus a corporation, Maloney urged 

these points not usually covered— 


The advantage of a corporation may be 
denied by the Commissioner if he finds 
that it was a “collapsible corporation.” 
| the owner is also employed by the cor- 
poration, he may have to draw a salary 
loss years in order to justify its 
reasonableness in other years. Thus, he 
will have taxable income although busi- 
ness does not show a profit. If the busi- 
s fails, a loss on the stock will be a 
capital loss, which is deductible only to 
a limited extent. 





For the corporation he indicated that 


there are these advantages: 


The owner will have a capital gain when 
corporation is liquidated. 

The owner may be able to liquidate in a 
vear when he has losses to offset the 
gain from liquidation. 

It the owner dies, his estate can liquidate 
with no income tax because the value of 

the stock will be its basis. 

\ new corporation is a new taxpayer and 
‘an choose its fiscal period, accounting 
methods, etc. 








When you start up—urged Maloney 


—think of these points in setting up the 
usiness and its accounting methods: 


10 ! 


A corporation or partnership may end a 
first year before twelve months have 
elapsed and thus keep its income out of 
higher tax brackets. 

Choose the proper accounting period. This 
will avoid the necessity of obtaining 
permission to change the period. 

li there are inventories the taxpayer will 
be bound by the election in its first re- 
turn as between cost and cost or market, 
whichever is lower. The latter is usually 
more advantageous. 

The taxpayer will be bound by its choice 
between the method of deducting specific 
bad debts and deducting reasonable addi- 
tions to a bad debt reserve. 

Within reason almost any method of de- 
preciation can be selected. But in later 
years no change can be made without 
the Commissioner’s permission. Of 
course, the method selected must produce 
no more than a reasonable amount of 
depreciation. 


Mills on Business Planning 

Particularly important were the 
notes Mills made on how to reduce the 
tax of a business by watching the many 
points he listed. Some are briefed here 
—just sufficient to get over the idea 
of what to look for for your record. 


Merchandise shipped on approval or sub- 
ject to acceptance is not “sold” until 
accepted or approved. 

Consignment sales may be used to defer 
time of taxation of profit. 

Cash discount versus trade discount or 
price reduction as means of control of 
time of taxation of profit. 

Advance payments for rentals or services 
to be rendered in future—postpone un- 
less current year is unprofitable. 

Retirement of obligations at discount— 
negotiate directly with creditors. 

Accrual of income which is doubtful of 
collection—avoid when doubt is real as 
future write-offs may have little tax ad- 
vantage. 

Trade in of assets—should you avoid rec- 
ognition of gain with resulting reduction 
of basis of new asset, or pay tax on gain 
(at 25%) and have higher basis for de- 
preciation deductible from ordinary in- 
come ? 

Control of recognition or non-recognition 
of gain on liquidation of subsidiary by 
compliance or non-compliance with 
statutory rules. 

Full utilization of sec. 117(j) 

If profits and losses on sale of assets 
can be placed in different years, taxes 
may be saved. 

If profits and losses cannot be placed 
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in different years, consider abandon- 
ment instead of sale. 
Income from damage suits—arrange in 
advance for specification of amount 
which is recovery of capital or for in- 
jury to good will, to eliminate these ele- 
ments from income. 
ax benefit rule—consider application to 
all refund items. Consider distribution 
of appreciated property as dividend in 
kind to avoid taxable gain to corpora- 


+ 
1 








Possible avoidance of sec. 102 tax by 
realization of capital gains with result 
ant classification as personal holding 
company. 

If treasury stock is to be reissued—if pos- 

treasury stock and issue new 
stock to avoid possible income on sale 
of treasury stock. 

Make charitable contributions in appreci- 
ated property—tull deduction allowed 
but no gain to donor. 


sible retire 


Profit on sale of assets may be postponed 
by contract to sell rather than contract 


f sale—option may be given at a price. 


Write off all possible worthless or partially 
worthless debts currently if year is 
profitable. Recoveries may be taxed at 
lower rates. Also it may help establish 
proper vear of deduction. 

Control of year of taxable income by sale 
of installment obligations. 

Ilave you any life insurance acquired for 
valuable consideration ? 


[t may be advisable to replace it with new 
insurance. 
Singer on Depreciation 
Residence property depreciation is 
an interesting subject: 






Iti residence property is converted t 
ness use, depreciation is allowable 
the time of the conversion and is f 
on its value at such time. F 
Tindle, 276 U. S. 582, 48 





326.) But the basis for depre m 
not be greater than cost. 
In the case ot subsequent sale of such 


property, its cost would be reduced by 
the “allowable” or “allowed” depreci 
tion (whichever is greater) during t 
time that it was held for business use 

depreciation may also be allowable « 
inherited residence which re 
occupied after the death of 
and was listed for sale or rent at that 
time. This was allowable even thoug! 
no tenants were found. IV. E. Bu 
Memo T.C., 7/8/43.) 


(Ed. Note: Mr. Lasser modestly 
refrained from briefing his own re- 
marks on “How to reorganize a busi- 
ness to get greater tax advantages 
than exist in the present form”. Those 
readers who are interested in them will 
find them reported in full in 25 Taxes 
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Some Accounting and Tax Problems 


of Land Development Companies 
By Newton D. St. Joun, C.P.A. 


sponge: has been very little activity 
on the part of land subdividers 
since 1929 because of the lack of mar- 
ket demand for building lots. Most of 
the subdividing of land in recent years 
has been done by builders who have not 

tempted much in the selling of lots 
ithout building on them. 





Up to the end of the recent war peo- 
ple who had desires to build individual 
homes had little trouble in finding 
building plots. Since the war many of 
the available plots have been purchased 
by prospective home builders and spec- 
ulators. As the result there may soon 
be a market for well located subdivision 
properties, and accountants may again 
be called upon to provide records and 
solve some of the problems arising out 
of the laws and regulations governing 


the sale of lots. 





The author of this paper, NEwToNn 
D. St. Joun, has specialized in real 
accounting and related tax 
problems as a Certified Public Ac- 
countant in Florida and in New 
York. For several years Mr. 
St. John has served as Comptroller 
t Bing & Bing, Inc., and its asso- 
ciated real estate and hotel owning 
corporations. He is a member of 
our Society and of the American In- 
stitute of Accountants, and was one 
of the early members of the Florida 
Institute of Accountants. He holds 
a B. S. degree from the University 
of Florida, and a Master’s degree in 
Accounting from Columbia Univer- 
sity. 

This paper was presented at a 
technical meeting held April 24, 
1947, under the auspices of the Com- 
mittee on Real Estate Accounting, 
of which Mr. St. John is a member. 


estate 














As you know, many frauds were per- 
petrated by land subdividers in the de- 
bacle of the 1920s, and to prevent a 
recurrence many states have passed spe- 
cial laws relating to the subdividing of 
land. In addition there are the federal 
laws against using the mails to defraud, 
under which many irresponsible devel- 
opers have been prosecuted. Further- 
more, most cities and counties now 
have special regulations applying to the 
subdividing of lands and the filing of 
maps, which also have to be observed 
before lots can be sold. 


Accounting Problems 

[ would say that the first major prob- 
lem facing the accountant engaged by a 
developer, would be to install records 
and to outline the handling of funds 
and sales contracts to meet the require- 
ments of the laws of the locality and 
state. To do this the accountant must 
study all the data relating to the pro- 
posed development including, among 
other things, the following: 

1. The partnership or venture agree- 
ment; or if a corporation, the ar- 
ticles of incorporation. 

2. Regulations and laws of the State 
and local governments relating 
to subdivisions; or extracts of 
them, as they apply to the pro- 
posed subdivision, furnished by 
the developer’s attorneys. 

3. The documents, minutes, etc., 
pertaining to the purchase of the 
property and all papers connected 
with the financing of the project. 
These include: 

Deeds 

Certificate of title, or policy of 
title insurance 

Copies of mortgages or trust 
deeds 
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Copies of offset statements and 
release clauses from owners 
of mortgages and trust deeds 

Copies of financing agreements 
or notes given banks and 
others, covering development 
COSES, CIC. 

Tax receipts and details of as- 
sessments. 


Proposed plans and papers re- 
lating to the improvement and 
sale of the property. These in- 
clude: 
Map of development 
Engineers’ plans and specifica- 
tions 
Contracts let for the improve- 
ments 
Agency and salesmen’s con- 
tracts 
Copies of contract of sale or 
lease, and and trust 
deed to be used to convey 
property to purchasers 


| price list 


deed 


Propose¢ 
Literature to promote sales 
Copies of statements required by 
law, and filed by the subdivider 
with the state and local govern- 
ments. In New York State, for 
example, such a statement is re- 
quired in great detail to be filed 
with the Department of State, 
Division of Licenses, Form 573, 
under Section 337-a of Article 9A 
of the Real Property Law for 
vacant lands to be sold on the 
installment plan. The Depart- 
ment of State has issued regula- 
tions governing the sale or lease 
of such subdivided lands and the 
acts of the developer are subject 
to investigation and, if illegal, 
severe penalities are provided for 
him as well as any guilty em- 

plovees. 


You will be interested to know that 


Form 573 for New York requires 
“financial statement of owners and/or 


selling agents” to be attached before it 
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is acceptable to the Department of 
State. There are also requriements as 
to the handling of money as trust funds 
and for notifying the Department oi 
State as to any change in the financial 
structure of subdivided vacant lands 
offered for sale or lease after the filing 
of Form 573. 


Income Tax Problems 


Probably the next most important 
problem is to determine the most ad- 
vantageous method of handling costs 
and sales for income taxes. This 1s 
familiar ground to the accountant, so | 
will mention only a few technical points 
in this connection. 

Regulation 111, 
of the Federal Regulations provides the 
method for reporting profit or loss 
from the sale of real property in lots, 
as follows: 

‘Sale of real property in lots. 

If a tract of land is purchased with 

a view to dividing it into lots or par- 

cels of ground to be sold as such, the 

cost or other basis shall be equitably 
apportioned to the several lots or 
parcels and made a matter of record 
on the books of the taxpayer, to the 
end that any gain derived from the 
sale of any such lots or parcels which 
constitutes taxable income may be 

returned as income for the vear 1 

which the sale is made. This rule 

contemplates that there will be gain 

or loss on every lot or parcel sold, 
and not that the capital in the entire 
tract may be recovered before an 
taxable income shall be returned. The 
sale of each lot or parcel will be 
treated as a separate transaction 
and gain or loss computed accord- 
ingly.” 


Section 29.22(a)11 


It has been the practice of sul 
dividers in the past to begin sales of 
the lots development is com- 
pleted or even before development 1s 
begun. To comply with the regula- 
tion in such a case estimated costs of 
improvements, in addition to the ac- 
tual land cost, must be set up on th 
This is done by a series of 


before 


books. 
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Some Accounting and Tax Problems of Land Development Companies 


reserves and cost of development ac- 
counts. 

The cost of the land is charged to 
the real estate account. The estimated 
cost of developing the land is also 
charged to the real estate account and 
credited to a reserve account, which 
can be called ‘“‘Reserve for Develop- 
ment’. Such an estimate, to stand up, 
should be based on a report of a com- 
petent engineer or on actual contracts 
let for the work to be done. 

In large jobs the “Reserve for 
Development” account becomes a con- 
trolling account in the general ledger 
for a subsidiary ledger containing a 
separate account for each contract or 
type of work, such as grading, paving 
streets, water mains, curbing, utilities, 
landscaping, etc. The “Reserve for 
Development” account actually is a 
liability account, for as soon as sales 
begin the subdivider is committed, to 
make the improvements he has rep- 
resented to the purchasers. 

As payments are made for the devel- 
opment work they are charged to a 
“Cost of Development Account”. In 
a large project, this account likewise 
becomes a controlling account in the 
general ledger for a subsidiary ledger 
containing a separate account for each 
contract or type of work correspond- 
ing to the accounts in the “Reserve 
for Development” ledger. As each 
contract is completed the total debit 
balance in the account in the cost 
ledger is transferred to the correspond- 
ing account in the reserve ledger. The 
resulting debit or credit balance in 
that account in the reserve ledger is 
then transferred to a general account 
opened in the reserve ledger. When 
all the contracts are completed the 
balance in such general account rep- 
resents the error in the estimates of 
the cost of the development. This 
balance can be disposed of by debiting 
or crediting the real estate account and 
adjusting the cost of the unsold lots. 

‘he real estate account set up in 
this manner reflects the entire cost of 
the lots to be sold. The regulation 
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provides that the cost “shall be equita- 
bly apportioned to the several lots or 
parcels and made a matter of record on 
the books of the taxpayer”. The meth- 
od generally followed is to make a 
tabulation in a sales book of all the 
lots at the sales or offering prices, and 
then to apportion the total cost to 
each of the lots in proportion to its 
sales price to the total sales price of 
all the lots. As the proposed sales 
price takes into account location, size 
and other factors of relative value, this 
method is deemed equitable under most 
conditions. 

Lots in subdivisions are generally 
sold on contract in some form where 
the purchaser makes payments in in- 
stallments and in many cases receives 
a deed to the property only when the 
entire purchase price has been paid. 
These contracts are usually accounted 
for through the medium of a contracts 
receivable ledger or card record, sim- 
ilar to the ordinary accounts receivable 
ledger, with a controlling “Contracts 
Receivable’ account in the general 
ledger. 

Due to the fact that the contracts’ 
receivable usually are payable over a 
period of two or more years, the sub- 
divider can take advantage in some 
instances of the provisions of the fed- 
eral income tax law that pertain either 
to the sales of real property on the in- 
stallment plan or the deferred payment 
plan. These provisions are set forth in 
Regulation 111, Section 29.44-3 or Sec- 
tion 29.444. 

On the installment plan the vendor 
may return as income from such trans- 
actions in any taxable year that pro- 
portion of the installment payments 
actually received in that year which 
the total profit realized or to be realized 
when the property is paid for bears to 
the total contract price. If the prop- 
erty is repossessed the vendor realizes 
rain to the extent of the fair market 


value of the property at that time (in- 
1 


cluding the fair market value of any 
fixed improvements placed on the prop- 
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erty by the purchaser) just as if he had 
received cash. 

It is not permissible to report sales 
of real estate on the installment+plan 
where the cash payments in the year 
of sale exceed 30 percent of the selling 
price. Such a sale is classified as a 
“deferred payment sale — not on in- 
stallment plan” for tax purposes. In 
such a case the obligations of the pur- 
chaser received by the vendor are to be 
considered as the equivalent of cash to 
the extent of their fair market value in 
ascertaining the profit or loss from the 
transaction. The vendor may use the 
“deferred payment plan” for any sales 
for which he has not elected to use the 
“installment plan’. 

The regulations provide that if the 
ybligations received by the vendor have 
no fair market value, the payments in 
cash or other property having a fair 


market value shall be applied against 
and reduce the basis of the property 
sold, and, if in excess of such basis, 
shall be taxable to the extent of the 
excess. Gain or loss is realized when 
the obligations are disposed of or sat- 
ished, the amount being the difference 
between the reduced basis provided 
above and the amount realized ther 
for. 

The regulations on deferred pay- 
ment sales close with these words “Only 
in rare and extraordinary cases does 
property have no fair market value.” 
I will, therefore, close this article with 
my own observation that nothing can 
be as worthless (and easier to prove so 
by means of testimony and affidavit) as 
the uncollected contracts from sales 
in land subdivisions, once the market 
begins to go sour and the purchasers 
are demanding their money back. 


unless we act 
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The Allowance of Rentals 
as Tax Deductions 


By Henry L, Fireiscuman, C.P.A, 


HE late Theodore Roosevelt coined 
7 the phrase “weasel words” before 
the first income tax law was written. 
Could it be by way of pre-vision that 
he contemplated the artless phraseology 
of that portion of Section 23 (a) of 
the Internal Revenue Code, dealing 
with the allowance of business rentals? 

Section 23 starts off with the phrase: 

“In computing net income, there shall be 

allowed as deductions.” 


It then drops down to paragraph 
“(a)” bearing the single word “Ex- 
penses”’, following which is a long dash, 
the numeral “(1)” and the words 
“Trade or Busines Expenses’, another 
dash and then sub-sub-paragraph 
“(A)” and the words “In General” 
Then follows a single lengthy sentence 
starting off with: 

“All the ordinary and necessary expenses 
paid or incurred during the taxable year 
in carrying on any trade or business.” 


Way down at the end we find a semi- 


colon. Please note that semicolon be- 
cause it might be important. After the 
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punctuation mark we reach the meat 
in the coconut, finding: 

“Rentals or other payments required to 
be made as a condition to the continued 
use or possession, for purposes of trade or 
business, of property to which the taxpayer 
has not taken or is not taking title or in 
which he has no equity.” 


Two serious questions arise which 
can bedevil innocent taxpayers and we 
should be on guard concerning them. 


I—-The Wandering Semicolon or 
Must Rents Be Reasonable? 


It has been pretty generally assumed 
that rentals for business property must 
be “reasonable.” This has been taken 
for granted from the balance of the 
sentence speaking of all ordinary and 
necessary expenses * * *, including a 
reasonable allowance for salaries, ete. 
A bold taxpayer, however, when its 
deduction under a percentage rental 
was attacked started to study English 
grammar ; his was the case of /imerman 
v. Commisioner, 7 T.C. 1030, where 
brothers operating as a_ partnership 
rented from their mother premises un- 
der a percentage rental, with a fixed 
minimum. Rent deducted for the yea~ 
exceeded $33,000, of which the Com 
missioner allowed only $12,000 as 
reasonable, holding that the balance 
was a mere family arrangement. The 
Court surprisingly sustained the tax- 
payer on the ground that the Code did 
not limit rental payments to a reason- 
able allowance, as in the case of com- 
pensation; nothing in the schedule of 
rents suggested a gift and consequently 
the full amount paid was allowable un- 
der the statute. 

Up to that point the Commissioner 
had fairly easy sailing. Practically all 
of his cases resulted from facts where 
there existed some community of in- 
terest between landlord and_ tenant. 
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He was bound to be successful because 
he cud always pin his general attack 
on the theory that the payments were 
in fact not rentals in their entirety but 
rather a mode of distributing profits. 
Thus in Hughes and Hatches v. Com- 
T.C. memo op. April 6, 1945, 
Dkt. 2549, a minimum plus a percent- 
f sales rental was sustained on 

that such rental was in line 
vhat other similar businesses in 


MlMsSslouer, 





the area were paying. In Jfonnah Park 
Block Company v. Commisstoner, T.C. 
memo op, April 20, 1945, Dkt. 3263, 


taxpaver rented five trucks at $75 a 
month, and real estate at $100 a month, 
from its controlling stockholders. The 
contended that — the 
charges were excessive and disallowed 
them in part. As to the trucks, the 
taxpaver was sustained on evidence 
that the rental was lower than the 
e by truck owners in similar 
. The realty rental was found 
to be excessive on the grounds that 
erty was purchased during the 
vear for $1,248 and a non-excessive 
was allowed of $66.67 a month. 
ar holdings, involving community 
of interest between landlord and _ ten- 


Commissioner 








nt, are reported in Charlie’s Cafe Ex- 
ceptionale, Ine. v. Commissioner, T.C. 
Dkt. 7465, and Limericks, 
isstoner, 7 T. C. 1129. 

nklv, under the present state of 

the law, there is no way of determining 
vhether rents must be reasonable to 
he allowable, assuming that the parties 
ire dealing at arms-length. For the 


open vears and a relatively short time 
this question may be very 
significant, However, from a long range 
seems inevitable that the 
deduction for rentals will be limited to 
a reasonable amount. 

The question of reasonableness, when 
rents are considered, is inextricably in- 
terwoven with the concept of time, par- 
ticularly where long-term leases are 
concerned. If a rental is set when prop- 


and business 1s 








€ ues are 

good, will the same rental be reason- 

able during the depths of a depression ? 
*Law of Federal Income Taxation, Par. 
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Should the full rental reserved under 
an improvident lease, entered into be- 
cause of an error in business judgment, 
be allowed as reasonable ? 

A number of retail store locations 
have been financed under an arrange- 
ment whereby fee title is conveyed toa 
financial institution and simultaneously 
the store enters into a lease, vielding 
the institution a level net rental which 
is calculated to retire the purchase price 
and interest on unpaid balances over a 
predetermined period. A number of 
states have quite recently amended their 
statutes permitting life insurance com- 
panies to invest in this type of project 
and as a result this method of financing 
has become a very significant factor 
in the realty field. It is essential, in 
this type of deal, to consider whether 
the rental produced by the formula 
should and will be reasonable. Obvi- 
ously, the longer the term of the lease, 
the more reasonable the rental will be, 
provided it 1s computed at a single level. 
Already, some of the insurance com- 
panies are offering ‘‘step” rentals, that 
is for each five vears of the term the 
rental will change, generally downward. 

The only statutory measure of a 
reasonable rental was contained in Sec. 
245 (b) of the Revenue Acts of 1921 
and 1924 and long since repealed. For 
the words and music, don't fail to 
read Helvering v. The Independent 
Life Insurance Company, 292 U.S. 371. 


II—The Taxpayer * * * Is Not 
Taking Title * * * or Has No 
Equity 

This constitutes the true nub of the 
problem being considered here. No de- 
duction is to be allowed under the pro- 
visions of the statute for payments 
which represent part of the purchase 
price of the property or an equity there- 

in. Just what is an equity? 
Mertens concludes as to the mean- 

ing of “equity” the following: 

“There has been no satisfactory meaning 
of the term ‘equity’ as used in the statute. 
Its application to specific cases is apt to 
give substantial trouble.” * 
25.93, note 26. 
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The Allowance of Rentals as Tax Deductions 


In its zeal to corral revenue, the 
Treasury has gone to great lengths in 
determining what constitutes an 
“equity.” Thus in Minneapolis Secu- 
rity Building Corp. v. Commissioner, 
38 BTA 1220, there is dicta to the effect 
that where a security deposit belonging 
to the tenant could be invested in frac- 
tional interests in the fee, such per- 
missive investment would be sufficient 
to disallow deductions, as rentals, upon 
forfeiture of such deposit. 

One of the early cases, Jefferson Gas 
Coal Company v. Commissioner, 52 
Fed. (2d) 120, CCA-3 (1930), is in- 
dicative. In 1920, taxpayer leased coal 
mining rights for a rent or rovalty of 
12¢ a ton, with a minimum rental of 
$31,000 a vear plus taxes. The lease 
provided that when the aggregate ren- 
tals paid reached the sum of $310,000, 
title in tee to the unmined coal would 
be conveyed to the tenant for a further 
consideration of $1. In the case at bar 
income taxes for the vears 1921-23 
were in question. The earned rentals, 
at 12¢ per ton, for the period, were 
$25, ies 72 but the taxpayer was 
obliged to and did pay the minimum 
rents aggregating $93,000, all of which 
it claimed for tax purposes. The court 
then found: 


gq” 


“In other words, it (the taxpayer) paid 
an excess of $67,823.28 and had an equity 
at least to that extent in the unmined coal.” 

The court concluded that 

“Looking at the instrument as a whole 
and the object sought to be obtained, that 
it is a contract of sale of the coal in place 
and not a lease is inescapable.” 


Accordingly, the entire rentals of $93,- 
000 were disallowed. 

In Hole proof Hosiery Con pany Vv. 
ommisioner, 11 BTA 547, the t: 


& iX- 
ae. in July: 1921, entered into a lease 
with Textile Machine Works. whereby 


It pti stocking knitting machines 
having a value of $26,650 for a term 
{ thirty months at a rental of $200 per 
month per machine plus an obligation 
to insure. The lease provided that 
within ten days after the expiration of 
the lease, that is, when $24,000 in rents 
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had been paid, the machines could be 
purchased by the lessee for $5,677.26; 
or at the lessee’s option, at the end of 
twenty-four months, when $19,200 in 
rents had been paid, the machines 
could be purchased for $9,291.34. The 
taxpayer ultimately acquired title to 
the machines, the time of which is not 
stated. The rental charges for 1921 
were placed in issue. The Board held: 
“The evidence in this case indicates that 
at the end of 1921 the petitioner had a sub- 
stantial equity in these machines. We do 
not know the life of the machines but we 
do know that they were still in use five 
years after the taxable year in question. 
We do not know at what amount the ma- 
chines could be rented on the open market 
but we know that the total amounts to be 
paid under the lease agreements before the 
title to the machines was to pass to the 
petitioners, exceeded but slightly the stated 
value of the machines, and it is inconceiv- 
able that the petitioner was not acquiring 
something of value, that is a certain equity 
in the machines, with each payment made 
in accordance with the agreement. The 
courts of Pennsylvania have recognized the 
existence of such an equity under leases 
similar to these. Schmidt v. Bader, 284 Pa. 
1; Packard Motor Car Co. v. Mazer, 77 
Pa. Super. Ct. 348; Edward’s Appeal, 105 
Pa. 103. The statute does not allow the 
deduction claimed.” 


In sllerander W’. Smith Jr., Exc. v. 
Commisioner, 20 BTA 27, property 
was purchased in 1914 in Atlanta, 
Georgia for $120,000. In 1919, a “lease” 
of the property was made for a twenty 
vear term commencing November 1, 
1919 under which $10 earnest money 
payment was made and a monthly net 
rental of $1,000 was reserved. At the 
end of the term, for $10, the “tenant” 
was to receive a deed to the property. 
To assure delivery of the deed, it was 
executed at the making of the lease and 
deposited in escrow with an Atlanta 
bank. Under the provisions of the lease, 
the “tenant” could be evicted upon 
default of a single instalment of rent. 
The Board, — Blitch v. Edwards, 
96 Ga. 606: Hays ’, Jordan, 85 Ga. 741 
and Lytle v. Sc ottish American Mort- 
gage Co., 122 Ga. 458, held: 

“On authority of the above cases the 

relationship between the parties was not 
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one of lessor and lessee, but of vendor and 
vendee; the transaction was a conditional 
sale; and $1,000 payments made by 
Shannon were not rent, but purchase price 
+, ame aceeien and deposit of the 
deed in escrow further strengthens this 
view, for the grantor had no control or 
power over the escrow deed and can no 
more countermand the delivery thereof than 
an absolute deed, and it is always in the 
power of the grantee to entitle himself to 
the deed and to the estate by performing 
the stipulated condition, Wellborn  v. 


Veaver, 17 Ga. 267.” 


Robert A. Taft v. Comuinisioner, 27 
BTA 808, follows a similar pattern. 
There the taxpayer first made a writ- 
ten offer to purchase realty for $185,- 
000 and then proceeded to alter the deal 
by entering into a “‘lease’’ whereby he 
was to make “advance payments” of 
rental over a period of years to the ex- 
tent of $100,000 and was given the op- 
tion to purchase at the end of the term 
for $85,000. The fixed rental was set 
up to vield 5% on unpaid balances. 
Evidence adduced at the trial indicated 
that the “landlord” considered the 
transaction to be a sale when it was en- 
tered into and not a lease. Further evi- 
dence disclosed that ownership of a 
mortgage under Ohio tax law was oner- 
ous and therefore it was not unusual to 
disguise mortgages as leases or other 
instruments. The Board held that the 
transaction was, in fact, an instalment 
sale and no rentals were deductible 
The facts Be Helser Machine and 
Marine Works, Inc. Commissioner, 
39 BTA 642, were quite clear cut. The 
taxpayer entered into a realty lease 
for a term of ten vears from May 1, 
1935, at a rental of $1,920 a vear. The 
lease provided that whenever $19,200 
was paid in rent a deed would be de- 
livered. It was held that the 1935 
payments were not rents but payments 
on account of the purchase price. The 
decision indicates that the taxpayer has 
the burden of proving, in connection 
with rent deductions, that it is not tak- 
ing title nor that it has any equity 
therein: 
“Each monthly payment lessened the re- 
mainder and eased petitioner’s burden. 
Clearly a lump sum so paid would be the 
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think that 


and we 
the monthly sums have the same character. 


price of a conveyance, 
It is not necessary to hold that by pay- 
ment of the rental the petitioner acquires 
an ‘equity’, for that word is not easy to 
define ; it is enough that the lease provides 
a right in petitioner to take title to the 
property ior which the rental is paid.” 
Probably the most recent case in the 
books is Lodzieski v. Comiissioner 
TC memo op., October 6, 1944, Dk 
3060. In 1920 a 99 year lease was en 
tered into, containing the followin 
salient provisions: The 





tenant was t 
erect a building on the property costing 
at least $40,000; the tenant — the op- 
tion to purchase the premises during 
the term at a price of $70,000 during 
the first 15 years and at $80,000 there- 
alter; the rent was $3,900 per annum 
for the first 5 years, $4,200 a year for 
each of the next ten years and $4,500 
a vear thereafter. In 1922 the lease was 
assigned to the taxpayer. On January 
2, 1940, the taxpayer and the owner 
entered into a modification of the 
lease under which the rent was re- 
duced to $3,900 a year and by the same 
instrument, the taxpayer agreed to pur- 
chase the property for $24,000, of 
which $15,000 was paid at signing of 
the agreement and the balance of $9,000 
became due on December 31, 1949. A 
deed of trust was executed by the 
owner to a title company. 

Considering the claim for rent as an 
allowable deduction, the Tax Court 
stated : 

“The language of these instruments, cou- 
pled with the execution of the deed * * * 
and the payment of $15,000 on the pur- 
chase price, demonstate clearly that it was 
the intention of the parties to set up a 
kind of escrow agreement, that the peti- 
tioner was in the process of acquiring title 
to this real estate and that the agreement 
of January 2, 1940 was in fact a cont ract 
for deed. * * * Hence the petitioner is 
precluded { from having a deduction under 
Section 23 (a) of the $3,900 annual pay- 
ments made * * * in 1940 and 1941”. 

All of these cases have one point in 
common, that is, if the taxpayer has an 
equity in the property, no portion of 
the alleged rental payments appear al- 
lowable. The statute apparently leaves 
no place for an apportionment. 


September 








The A 


llowance of Rentals as 


Tax Deductions 


hat Here are a few ques tions which re- the allowance of tenant’s rental pay- 
ter . . 9 
vn main unanswered under the present — 
yay - bake ok thn taor: (4) If a tenant enters a contract to pur- 
ires state OF the law: chase the building from his landlord, 
to 1) If a disallowance of rentals is had be- does it automatically follow that the 
ides ‘ause the taxpayer is found to have an rentals paid between the date of the 
the “equity” in the property, will he be contract and the date of passing of title 
entitle ‘d to deduct depreciation or de- are to be disallowed? 
+h, pleti (5) As to purchase options set forth in 
Z Under long-term leases, it is not un- leases : ae - 
usual to accord to the tenant the right (a) ha ill the result be heagyid pooper 
. to protect his lease by permitting him the option prices are on an ascend- 





to make good any defaults of the land- 


ing scale, rather than a descending 
one? 


g lord as to mortgage interest and ae a) Pe . 
eis r D safe to accept an option clause 
( amortization. Will a payment of amor- (b) 2 os 98 m wie 7 vd = y = : 
{ = : ys es ¢ ase hic “oO 2S ) 
ara tization under such circumstances a eee agit ce 
1g sufficient to bring about a disallowance fixed amount to be diminished to 
op- £ the tenant’s vented the extent of a predetermined rate 
sae of depreciation on the improve- 





Ii a security deposit of the tenant is 
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Is invested in mortgage certificates se- (c) Is there any absolutely safe pre- 
re- cured i in whole or in part by the prem- determined option price which can 
1 ses under lease, what is the effect on be inserted in a lease? 
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Income from Percentage Leases 


By JoseryH JESPERSEN, C.P.A. 


M ANY store leases contain clauses 
4 under which the landlord is en- 
titled to collect as additional rent the 
excess, if any, of a stated percentage of 
the tenant’s gross sales over the spec- 
ified minmum rent. It is customary for 
such leases to provide that the addi- 
tional rent so determined is to be ad- 
justed from month to month until the 
end of either the lease year or the term 
of the lease. 

At the end of the landlord’s fiscal 
or whenever financial statements 
are to be prepared, there arises a ques- 
tion as to whether there should be ac- 
1, as income, additional rent based 

1¢ percentage of gross sales and, 
how much, 

For instance, a lease for a year end- 
ing April 30th may carry provisions 
calling for a minimum rent of $60,000 
a vear and additional rent in the amount 
that 10% of gross sales exceeds the 
minimum rent, the additional rent based 
on each month’s sales being payable a 
few days after the end of the month, 
and being adjusted month to 
month to the cumulative excess of 10% 
of sales over minmum rent. It is sug- 
gested that the accounting treatment 
on the landlord’s books may be based 
on one of three different theories: 

(1) That no 
be accrued until 
$600,000. 


year, 





from 


additional rent should 
the amount of sales 


exceeds 
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(2) That additional rent should be 
accrued from month to month based on 
the cumulative excess of 10% of sales 
over minimum rent. 

(3) That the amount to be accrued 
should be based on an estimate of what 
may be expected from the particular 
lease. 

The first method is based upon a 
strict construction of the terms of the 
lease and is the most conservative since 
it leaves no possibility that additional 
rent may be accrued on a large volume 
of sales in the early months of a lease 
year, only to be offset later by credits 
based on a small volume of sales. One 
objection to this first method is that 
it may involve a distortion of the in- 
come as between fiscal periods. For 
instance, high sales during the sum- 
mer months might, in the illustration 
given, bring the vear’s total over $600,- 
QOO0, but if no additional rent were ac- 
crued until sales exceeded that figure 
the additional rent would in all prob 
ability be accrued in the last month or 
two of the lease year which ends April 
30th, and would thus fall in the follow- 
ing fiscal year. Such distortion of 1n- 
come might be particularly important 
where the landlord keeps his books on 
a calendar year and where the tenants 
have a large volume of Christmas busi- 
ness in December. This first method is 
likely to be adopted by the landlord 
only when the minimum is set high s: 
that the additional rent is not likely t 
be an important factor. 

Under the second method, that is. 
accruing additional rent from month 
to month based on the percentage oi 
cumulative sales, there arises a pos- 
sibility that additional rent accrued at 
the end of the landlord’s fiscal year 
may have to be credited back to the 
tenant at or before the end of the 
lease vear. For instance, in the illus- 
tration given, let us assume in order 
to simplify the problem that sales in 
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Income from Percentage Leases 


the first seven months of the lease year, 
that is May to November, were exactly 
seven-twelfths of $600,000 so that no 
additional rent has been accrued. If the 
December sales rise to $100,000 apply- 
ing the 10% will result in a total rent 
of $10,000 for the month instead of 
the minimum of $5,000. There is no 
assurance at December 31st that sales 
in the following four months will be 
sustained at a level high enough to 
reach $650,000, the amount necessary 
to vield $65,000 rent for the lease year. 
It would therefore be dangerous to ac- 
crue any additional rent under the cir- 
cumstances. But if we assume that sales 
consistently run high enough from 
month to month to produce some addi- 
tional rent each month, there is some 
warrant for taking into income in each 
fiscal period the additional rent based 
on sales in that period. This second 
method is often preferred by the land- 
lord. 

When neither the first nor the second 
method is deemed applicable, it becomes 
necessary to resort to the third method. 
This calls for an examination of the 
facts as to the particular lease in ques- 
tion. Consideration must be given to 
volume of the tenant’s sales, to their 
consistency, to seasonal fluctuations, 
and to any other known factors which 
may be applicable, such as the prospec- 


tive opening or closing of a competing 
store nearby, changes in transit facili- 
ties, etc. An estimate must then be 
made as to whether over the lease year 
gross sales will be sufficiently high 
to yield as much adidtional rent as is 
indicated by applying the percentage 
to the sales for the expired portion of 
the lease year. 

In order to determine which method 
should be used it is necessary to give 
consideration to the factors mentioned 
relating to the tenant’s previous record 
of sales. Where a tenant has not been 
operating the store long enough to fur- 
nish a sufficient experience record, there 
is need for a conservative attitude in 
determining whether any additional 
rent should he taken into income. 

In the toregoing remarks considera- 
tion has been given to the effect on the 
income statement rather than on the 
balance sheet. Whenever under the 
terms of the lease there is an obligation 
on the tenant’s part to pay additional 
rent, the amount thereof should be 
charged up as an account receivable. 
Whether the offsetting credit should be 
reflected in the financial statements in 
the income account, in a reserve for ac- 
counts receivable, or in a deferred credit 
is a matter which will require the care- 
ful consideration of both the landlord 
and the accountants. 











Office and Loft Building 
Accounting and Auditing 


By STEPHEN CHAN, C.P.A.* 


A CONSTANTLY increasing number of 
44 building owners and managers de- 
pend upon accountants for consultation 
and advice. In order to render con- 
structive service, the auditor should be 
thoroughly familiar with his client’s 
problems and needs. It is the purpose 
i this paper to summarize certain 
accounting and auditing procedures in 
connection with this type of real estate 


Rental Income: 

lhe matter of determining the gross 
ncome of a building is relatively sim- 
ple, since the rentable area is fixed 
ind predetermined and the rental of 
each unit is expressly set forth in the 
lease. However, particular note should 
be made of store leases which often pro- 
vide for additional rentals based upon 
a percentage of sales. The building 
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owner's accountant should see that 
proper sales reports are rendered by 
the store tenants and should suggest to 
the owner that store leases provide for 
an independent certified public account- 
ant’s report of sales. 

New York, and some other states 
have passed emergency rent laws limit- 
ing the rentals to be charged tenants. 
The auditor should familiarize himself 
with these acts to determine that the 
rentals are within these statutory 
limits. 

Where property is operated by a 
managing agent, the agent’s monthly 
reports to the owner are generally on 
a cash receipts and disbursements 
basis. Even where properties are 
owner-managed, many owners (especi- 
ally where small properties are in- 
volved) prefer a cash basis for record- 
keeping purposes. 

It may be noted that the present Fed- 
eral income tax regulations treat ren- 
tals received in advance as income when 
received (even if received for a sub- 
sequent year’s rental) unless certain 
restrictions against the use of the funds 
are present. 


Books of Account: 

The cash receipts book should be 
columnarized to segregate rental and 
other income, and the cash disburse- 
ments book, to reflect classes of dis- 
bursements. 

If sufficient volume exists, a voucher 
system may be employed for disburse- 
ments. Except for very large or com- 
plex properties, it is seldom necessary 
to use a purchase journal; the ex- 
penditures are analyzed in the cash 
disbursement record, 


* \cknowledgment is made of the assistance of Mr. Samuel Caesar, C.P.A., in review- 


ng the manuscript and suggesting material. 
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Office and Loft Building 


The accounts receivable or rent ledg- 
er may contain a page for each tenant, 
reflecting the lease terms and rent or 
security deposits, in addition to the 
usual charges and credits. 

In buildings where the charges other 
than for rent are limited to one or two 
classifications, the “Boston” type ledg- 
er sheet has been found effective. 

A model form for an office or loft 
building is submitted herewith. All 


Accounting and Auditing 


tenants’ names are listed on the main 
sheet at the beginning of each fiscal 
year, leaving two or three spaces be- 
tween each name for possible changes 
in occupancy or rentals. The addition 
of the insert flyleaf sheets (one for 
each month) results in an entire year’s 
transactions with each tenant being 
readily available for reference. 

A new listing is prepared for each 
year. 


MAIN PAGE 


o Square Foot Monthly Lease Term Special 
Unit Area Tenant Rent Bron To Clauses 
INSEE? SHEETS 
Month ot 1947 - = c 
Other Charges | Adjustments 
: Monthly (See legend) | (See legend) A 

Opening Rent ° | - ——————— a Cash oe 
A h ¥ ie rrears 

ee Charge He Amount | a Amount Collected 


SYMB 
* Other Charges 
E Electricity 
T Telephone 
R Repair or other service 


Profit and Loss Statement: 


There is no need to discuss the form 
of general ledger or general journal 


and, instead of a chart of accounts, 


947 


OLS 


+ Adjustments 


A Allowance 
V Vacant 
S Security applied 


there is submitted, herewith, a sug- 
gested form of income and profit and 
loss statement which indicates the vari- 
ous account classifications. 
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ABC BUILDING CORP. 
Statement of Income, Profit and Loss 


Income: 
Rents: 
BUOreS: sss TIC Te eT Te CTS RRC eT ee 


Upper floors .. ‘ eas etre 


BAGCITIONY .56<ess : ee ee 
Commissions, etc. . — sah dentate oad 
er 


Total income 


Operating expenses: 
Salaries and wages: 
SUIDETINIENGONE «0 5.625.ek 50%, Seles wha waa w eter $ xx 


Elevator operators and starters: ... 2... 6ceesencess xx 
Oter ..... pars ia 5 ores asta xx 


Pavroll taxes 
Fuel Unga bx dee tecae 
CRIN NEO VS iO ahs a Odea draw hte dicae.ae ees 


Repairs and maintenance 
TON Goce voa'c wa'se nbs Daitee elma renee $ xx 
Building repairs 
Cenants’ alterations . EATS Tee ee XxX 


Supphie- ee re eer Behan. ihe, obs Ss OW a eae xX 


Cleaning and cleaning supplies..................... 

Uniforms and valet expense.. biccaierscn Gator tees 
Insurance ..... nae : ere re 
Management fee... ema a $ XX 
Leasing commissions . . 5b wheakg <x 
4 } a) 
\f 11 

Total 


Balance 


Administrative and general expens« 


Officers’ salaries .... iba) Sarak buss Moca Savane date Mas wha eg 
Professional fees ... ; PSE eacS 1 eR’ Riss Sasa aR 
Franchise tax ...... fete itl tek eos 


Otice expense ..... Ae SONS aO aoe Me 


Balance ee ee 
SOR MAME PREG ooo i ow, Giclee sg wi8 wid oo Ree vax. ee auarw e ane wteerd wid aw 
I IE te terra via a Sing sarge aus peal wa. La wR Se ede Siw w wheat Che 
Profit before interest, depreciation and income tax........... 
Interest on mortgage..... BS Pe eee rane ae Mer ee Rea 
Bz lance cose eecesesecen 
Depreciation ..... b Rea mydtin ee Ene alee ee 
Profit before income tax.......... Ssddt gomigntnaioncsad wise 


Provision for Federal income tax...............ceecee- 


NET PROFIT FOR THE YEAR... 


OW) 





th 


xx 
XX 
XxX 


XX 


XX 


XX 
XX 
XX XX 
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Office and Loft Building Accounting and Auditing 


This statement is preferably pres- 
ented in comparative form reflecting 
the period to date this year and last 
year, as well as the current month’s 
operation and those of the respective 
month last year. 


Type and Content of 
Auditor’s Reports: 

In most cases a thorough monthly or 
quarterly audit and the rendering of a 
condensed operating or cash statement 
is to be recommended. 

A detailed report may be issued 
every six months; the form and content 
of the financial statements depending 
upon the wishes of the client or the 
provisions of mortgage indentures. 
However, the usual semi-annual report 
will contain a balance sheet and operat- 
ing statement with supporting sched- 
ules and related comments. 

The balance sheet should be drawn 
in the usual commercial form, pres- 
enting the current assets and liabilities 
at the head of their respective side, 
both for the sake of consistency and 
because the current positon is as im- 
portant in the case of a building as in 
other types of business. 

It may be noted that numerous mort- 
gage indentures specify a statement of 
cash received and expenses paid or ac- 
crued which, while a hybrid form, give 
a conservative presentation of the 
operating results for the computation 
of earnings available for interest, sink- 
ing fund, ete. 

The report may contain comments 
on: 

(a) The percentage of occupancy in 

dollars and square feet ; 

(b) A summary of rent arrears di- 
vided into tenant in possession 
and vacated tenants ; 

(c) The insurance coverage; 

(d) Real estate and water tax ar- 
rears and the property’s as- 
sessed value; 

(e) Past due interest and sinking 
fund or redemption arrears on 
long term indebtedness ; 
Unusual concessions granted, 


=> 


1947 


commissions paid or expense 
purchases ; 

(g) The reasons for the larger varia- 
tions in expenses or income of 
two comparable periods. 


Book value, assessed value and, 
where available, appraised value should 
be compared with insurance coverage. 
(High real estate tax assessed valua- 
tions, when compared with the fore- 
going figures, may disclose grounds for 
certiorari protest.) 

On an initial examination the audi- 
tor should analyze and compare the 
management fee, payroll and the prices 
paid ior fuel, electricity, painting, etc., 
with the expenditures for like items 
by other buildings of similar type. Ex- 
cessive expenditures should be com- 
mented upon, perhaps, in a separate 
letter. 


General Audit Suggestions: 


The program of audit depends to a 
ereat extent upon whether or not there 
is a managing agent in charge of the 
property. 

When the building is operated by a 
inanaging agent the income and ex- 
penses may be vouched to the agent’s 
monthly statement. The bookkeeping 
procedure is also simplified since the 
foregoing statement may be sum- 
marized in joutnal entry form and 
posted to the general ledger, thus ob- 
viating the need for the purchase jour- 
nal or voucher register, cash-book and 
rental or tenants’ ledger. 

The auditor should verify the ac- 
curacy of the leasing and other com- 
mission paid; income and concessions 
should be checked to the lease sched- 
ule; and expenditures vouched to bills. 
The work papers should be drawn up in 
a form which will reveal duplication 
i work or charges. 

Once or twice a year the insurance 
policies and capital stock and minute 
books should be inspected; the out- 
standing indebtedness confirmed with 
the mortgagee or creditors; the bank 
balance confirmed; and the tenants’ 
balances verified by direct means. The 
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most practical method of verifying 
tenants’ accounts is for the auditor to 
rubber-stamp the monthly rent state- 
ment with a request for confirmation 
and enclose a stamped, addressed en- 
velope for the reply. At the same date 
the building should be inspected, in 
der to verify the vacancies, if any, 
reflected on the agent's statement. 


Audit Program: 

A typical program for a monthly or 
quarterly detailed audit of buildings 
managed by an agent may be sum- 
marized as follows: 

Cash: 

1. Reconcile the bank balance. (The 
agent should keep a special bank 
account for each building man- 
aged. Ascertain that collections 
are deposited promptly in the 
proper account and audit care- 
fully all outstanding deposits at 
each bank statement date. Ob- 
tain duplicate deposit slips from 
hank, if outstanding deposits are 
increasing. ) 

2. Check the footings of the agent's 
statements. 

3. Summarize the disbursements. 


1. Ona first audit examine all leases 
and summarize each lease for the 
work-papers. On _ subsequent 
audits examine new leases. Note 
rental, lease period, security de- 
posit, concessions, cancellation 
clause, etc. 

2. Check monthly rent charges with 
lease analysis. 

Compare all new lease rentals 
with the predetermined rent 
schedule for the building. 

+. Compare each new lease with the 
expiring lease, comment on im- 
portant changes. 

Rents: 

1. Reconcile arrears at beginning 

and end of period as shown on 

agent’s statement with cash re- 
ceipts and rent charges. See that 
the agent’s statement sets forth 


all vacancies and allowances in 
detail. Comment in your report 
on any allowances in excess of 
lease terms. 

2. Maintain a running work-paper 
schedule summarizing arrears 
and prepayments. 

3. If possible, a duplicate copy of 
each agent’s statement should be 
obtained for the auditors’ files. 

4. Follow up old accounts sent to 
attorneys for collection. 


Paid Invoices: 

1. Check a receipted bill for each 
cash disbursement. 

2. Note discounts not taken. 

3. Post painting and decorating 
work to a worksheet, columnariz- 
ing so that duplicate charges may 
be easily distinguished. 

4. See that prices are reasonable. 


Insurance: 

1. Examine policies at least once a 
year. 

2. Prepare insurance schedule. 

3. Reconcile. insurance disburse- 
ments with items on schedule. 
See if rates appear reasonable. 

4. Ascertain that proper refund or 
credit is received for any policies 
canceiled. 

5. Review adequacy of fire and 
rental insurance. Note if man- 
aging agent and superintendent 
are bonded. 


Payroll: 

1. Check with previous period. Com- 
ment on changes. 

2. Check employees’ receipts. 

3. Reconcile with social security and 
unemployment insurance tax re- 
turns. 


Miscellaneous: 

1. Reconcile managing agent’s fee 
with cash receipts. 

2. List unpaid bills at each accrual 
statement date. 

3. Check leasing commissions with 
rules and rates of Real Estate 
Board. 


September 








rnerr 


id 
n- 
nt 


ii- 


er 





~ 


Office and Loft Building Accounting and Auditing 


Keep worksheet record of lessees’ 
security deposits. 
Determine rentable area for re- 
port purposes. 

Scrutinize miscellaneous income ; 
reconcile electricity profit with 
cost, charges to tenants, cost of 
building electricity, etc. 

If electricity is submetered, ver- 
ify vacancies during year with 
charges of submetering company. 
Confirm tenants’ once a 
year. 


arrears 
Determine bad debts for annual 
report and discuss with agent or 
attorneys. 


It is difficult to be forewarned against 
all the items which may arise during 


the course of the audit. 


However, the 


auditor should note the following: 


(a) 


(b) 


Commissions on lease renewals 
are usually one-half those paid 
on new The auditor 
should familiarize himself with 
the allowable leasing commis- 
sion rates. 


es 
ICaSes. 


It is important to check the ef- 
fective date of a renewal lease 
to see that it corresponds with 


the expiration date of the pre- 
vious lease. This may disclose 
concessions. If possible the oc- 
cupancy and lease dates should 
be compared. 

Check security deposits to the 
lease terms and see that deposits 
are applied when due; also, that 
deposits are handled in accord- 
ance with all pertinent provi- 
sions of the lease. 
Prepayments or security de- 
posits are sometimes netted by 
the agent against amounts due 
from tenants. The totals of the 
respective items should be 
shown separately on a balance 
sheet, a nd_ security deposits 
should not be treated as pre- 
paid rents. 


Gross collections for computa- 
tion of agent’s commission in- 
clude collections of rent, electric 
charges and other income items. 
The agent is entitled to a com- 
mission on security deposits 
only when they are applied, not 
when collected. No managing 
fee is payable on expense or in- 
surance refunds. 
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Special Problems In Auditing Records 


Kept On Accounting Machines 


By NorMan V. 


T HE rapid progress and develop- 
ment of accounting machines, and 
their general acceptance as being essen- 
tial in office routine, have created for 
the professional accountant special situ- 
ations which sometimes make him feel 
uncertain in dealing with records pro- 
duced by them. 

\ctually, there should be no special 
problems in auditing records kept on 
accounting machines. Any unfamiliar 
situation in machine accounting may at 
first be looked upon as a problem, but 
upon analysis, we find that it is only 
uncertainty and fear of the unknown 
that creates that state of mind. Equip- 
ment that looks complicated impresses 
us, and we wrongly conclude that com- 
plicated mechanism must create prob- 
lems. If knowledge and understanding 
are substituted for uncertainty and fear, 
nothing complex remains. 


\ccounting machines have been de- 
veloped to perform certain functions 
quickly. easily, legibly and accurately 
[Uc IV, ea lly, i€21 1\ ana accurate V. 
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In performing their functions, they gen- 
erally use forms and methods with 
which we are all familiar, They take 
what we have in manual methods, and 
perform all or part of it mechanically, 
and the final results produced are prac- 
tically the same except that one is writ- 
ten and the other is printed. 

New developments create new con- 
ditions. If the accountant is familiar 
with office equipment, and if he 
promptly acquires knowledge and un- 
derstanding of the purpose and appli- 
cation of new developments, he will 
eliminate the possibility of later encoun- 
tering difficult situations. 

Our discussion today will stress that 
point, and will include some sugges- 
tions and illustrations and some steps 
that should be taken in dealing with 
accounting machine records. It is not 
possible nor is it intended to cover the 
subject thoroughly. It is expected, how- 
ever, that some of the more important 
facts will be uncovered and that some 
information will be provided to provoke 
thought and to stimulate further in- 
EErest. 

Because it is desirable to understand 
at least the basic, fundamental operat- 
ing principles of the equipment used, 
the first approach to our subject will be 
to review the various types of office 
machines available today, and to discuss 
very briefly their purpose and place in 
accounting routine. 

(Ed. Note: This section has not 
been included. ) 

* * * 


The second approach to these prob- 
lems will be to review some of the steps 
which should be included in that part 
of the audit program which covers ac- 
counting machine records. 
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Special Problems In Auditing Records Kept On Accounting Machines 


In the examination of internal con- 
trol practices, it is important to review 
the organization of the accounting ma- 
chine department, and to determine how 
it fits in the line organization. The best 
internal control is obtained where the 
mechanical department operates in a 
staff capacity. Tt: should render services 

) line departments where the controls 
are established and the verifications 
made. For example; a payroll depart- 
ment in the line organization should be 
charged with the full responsibility of 
the payroll. It should keep employee 
and rate records, contact department 
heads and employees, establish controls 
whenever possible, verify proofs, dis- 
tribute checks or envelopes, etc. The 
mechanical department should perform 
for it, and s het 1 submit to it its proofs 
and nnieeed products for verification 
and distribution. Better internal con- 
trol is obtained by this method of oper- 
ation. The more extensive a system of 
control, the less extensive will be the 
detailed checking necessary, and where- 
ever mechanical devices are utilized, 
definite segregation of duties is an im- 
portant part of internal control. 

A study of the flow of work through 
a mechanical department, and of the 
processes and methods of proofs, should 
be made in detail at the time of the 
first engagement, and should be re- 
viewed during every subsequent en- 
gagement as part of the check of inter- 
nal control procedure. From such a 
study, the accountant can ascertain to 
his satisfaction whether or not the safe- 
guards are adequate, and whether or 
not the results obtained are consistent 
from year to vear for purposes of com- 
This study can be made with- 
ut a thorough and complete knowledge 
he equipment used. The auditor's 
experience in a wide variety of methods 
will serve him well in establishing the 
fact that the fundamental requirements 
of sound accounting procedure are met. 


parison. 
( 


1 
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In manual methods, reliance is placed 
upon the ability and intelligence of the 
individual, and any individual tabula- 
tion is susceptible to individual and un- 


POs 


related errors. The individual must 
read, transcribe, calculate, add and 
prove his work correctly. Machines 
perform some of these tasks for him 
quickly and accurately and they reduce 
the possibility of error. The human fac- 
tors are utilized in mechanical account- 
ing to a minimum degree and the re- 
sults obtained are correspondingly more 
reliable. 

The fact that mechanical records are 
more reliable than manual records 
should influence the auditor in deter- 
mining the extent and scope of his ex- 
amination. Generally speaking, sup- 
porting data and schedules produced 
mechanically should be verified in the 
same manner as those prepared manu- 
ally, excepting that the amount of test 
checking may be reduced because of the 
methods used. The auditor should 
always be satisfied, however, that all 
records of any type of transaction are 
available for inspection. How much of 
the whole he selects for a complete 


and careful test checks depends upon 
the particular circumstances of the 
case. 


Computing and recording mechani- 
cally is highly efficient, but it is not fool- 
proof and should not be accepted as 
such. Difficulties arising from mechani- 
cal failures in office equipment are rare 
but the auditor should not overlook the 
possibilities of errors made by operat- 
ors, and irregularities deliberately cre- 
ated by them. 

Adding machine tapes are often sub- 
mitted in support of various totals. 
These in most cases are correct, but the 
alteration of a printed tape total either 
upwards or downwards can very easily 
be accomplished by using the non- print 
kev, This simple illustration is men- 
tioned merely to bring out the point 
that there is no equipment on the mar- 
ket that is foolproof and that cannot be 
made to produce false totals or 
balances. 

The third approach will be to discuss 
specific situations. There are many 
records produced on accounting ma- 
chines which present no unusual prob- 
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lems in auditing. They are exactly 
similar in form and design to those that 
might have been written otherwise, and 
the auditor can conduct his examination 
with no interest in the medium of pro- 
duction, except insofar as it affects in- 
ternal control and safeguards. The out- 
put of practically all bookkeeping and 
pos ing machines, and a large propor- 
ion of the output from punched cards 
iall within this group. The few remain- 
ing punched card records present to 
accountants some problems which are 
real, but in some cases some of the 
problems are without foundation. They 
may exist only because of a lack of 
knowledge or understanding of the 
If such a situation does 
exist and is corrected, those problems 
which are not inherently accounting 
machine problems will disappear. 


methods used. 


There are some situations in punched 
card accounting which may not be en- 
tirely clear to the auditor and which 
may require some explanation. 

The accountant sometimes finds it 
necessary to refer to punched cards di- 
rectly in the course of his examination. 
This condition is usually the exception 
rather than the rule. In these isoiated 
cases the auditor should have a clear 
understanding of the record itself and 
The card although used 
as a record is still a tool that can be 
used to actuate tabulating equipment 
and from it lists or tabulations in any 
sequence can be prepared in usable 
form. The auditor should request lists 
and tabulations so that reference to the 
cards is reduced to a minimum. 


of its purpose. 


When the accountant requests lists 
or tabulations, or when he inquires 
about the capacity of a machine and its 
special devices, he is not exhibiting 
ignorance, or lack of understanding of 
punched cards. Actually, he is disclos- 
ing knowledge. It is impossible to tell 
from the cover of a machine what de- 
vices and capacities are installed within 
the machine. Manufacturers standard- 
ize on outside appearance of each 
model, but a blue print is necessary to 
find out what is under the covers. The 
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accountant should not hesitate to ask 
for schedules which can be helpful to 
him in the conduct of his audit. He 
shows by such requests that he fully 
appreciates the speed and flexibility « 
punched card accounting, and also his 
ability to use its features to the best 
advantage. If, however, the volume oj 
cards 1s great or if for any other reason 
the preparation of a complete printed 
schedule is impractical, the auditor may 
select at random a portion of the whole 
to be listed under his supervision for a 
detailed check. 

In some rare instances, it 1s undesir- 
able to disturb the cards, and reference 
to them directly is essential to complete 
an audit. Interpreted cards usually 
make up records of this nature, but 
lacking interpretations, the auditor 
should not experience too much diffi- 
culty in reading the punched holes in 
the field of the card which contains the 
pertinent data. Punched holes repre- 
senting numerals are read in the same 

inner that depressed keys on an add- 
1g machine are read, except that the 
order of the digits is reversed. In 
punched cards, the zero hole is at the 
top of the card and the nine hole is at 
the bottom. 

In planning his program, the ac- 
countant should anticipate his require- 
ments for lists and tabulations as early 

possible. There are some types of 
tabulating equipment that are designed 
to produce fixed and pre-determined 
reports and schedules, and alterations 
in form and content cannot be made by 
the client’s staff, but they can be made 
by the manufacturer’s representatives 
if sufficient time is allowed to do it. 

There is a definite and growing trend 
in accounting routine towards the elim- 
ination of ledger accounts whenever 
possible, and towards the use in their 
place of slips, cards, or other documents 
in files to represent active open items 
In effect, the posting media are filed in 
proper sequence instead of being tran- 
scribed on accounts. Punched cards 
are particularly well adapted to this 
tvpe of record and they are used in 
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Special Problems In 


manv installations in that manner for 


and notes receivable. 





accounts 

The method most commonly used in 
accounts receivable is one where debit 
are punched and interpreted for 
each unit of payment, such as invoices, 
or total weekly or monthly charges. The 
cards are not usually created exclus- 
ively for accounts receivable. They may 
have previously served for pris sales 
alysis and perhaps many other func- 
tions. They are kept in files and reflect 
the status of debtors’ accounts at all 
In addition to the amount due, 
are punched to permit ageing and 
ntify the transaction and’ the 

Provision is made to punch the 
payment or other disposition of the 
item at a later date. As payments are 
made, cards covering the items paid are 
pulled irom the file, are dated and are 
used to produce cash | and con- 
trol totals. They are finally filed for 
historical reference or for special 


anaivses. 











From the auditor's viewpoint, that 
type of record lacks the convenient con- 
tinuity to which he is accustomed. 
Nevertheless, it is in many cases an 
excellent application of work simplifica- 
and the use of the idea will grow 
and it must be accepted. We have 
already accepted the almost universal 
disc a of ledgers for accounts 
payable, and auditors have been ingeni- 
ous enough to conduct satisfactory 
examinations without them. 
In the average balance sheet audit, 
the status and value of accounts at a 
time is the major concern of the 
auditor. Historical reference is needed 
assist in the verification and 
f overdue accounts. 
‘hed card open item file actu- 
implifies the work of evaluating 
ints receivable. From it, a com- 
plete trial balance can be listed and all 
accounts can be aged. A separate 
list of overdue accounts can be prepared 
t » auditor’s convenience thereby 
ng him with a condensed work- 

et containing only the items requir- 
ing his special consideration. The rec- 
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luditing Records Kept On Accounting Machines 


ord of payments is, or can be, legibly 
printed daily, and reference to it in 
follqving up the progress made in the 
collection of delinquent accounts is sim- 
ple. Furthermore, an aged trial balance 
can be prepared for the auditor a week 
or two after the date of the examina- 
tion to compare with the first one. This 
additional trial balance, after proper 
reconciliation with the control balances, 
is a valuable aid in establishing reserves 
for bad debts and in forming an opinion 
as to the worth of the accounts. 


If the confirmation of accounts is 
contemplated, the punched cards can be 
used very effectively to print the forms. 
The entire operation can be performed 
under the auditor’s supervision and 
control, 

With facilities and schedules such as 
those described available to the auditor, 
his need for reference to the historical 
cards is limited, and while it is admit- 
tedly less convenient than a ledger ac- 
count written in chronological sequence 
the advantages for both the client and 
the auditor far outweigh the disad- 
vantages. 

Punched cards are also frequently 
used in notes receivable records, par- 
ticularly in those involving periodic in- 
stalment payments. In such cases, all 
scheduled future payments are repre- 
sented by punched cards which are 
identical except for the date payment 
is due. The cards are available for trial 
balances, for analysis of delinquencies, 
for records of cash payments, and for 
notices, and for projection and review 
of future cash collections. The presence 
of punched cards facilitates the prepa- 
ration of lists and does not hinder in 
any way the auditor’s investigation. 

There are several other methods of 
handling accounts and notes receivable 
records with punched cards. In any 
method, the auditor will find that it is 
almost always possible to work from 
lists prepared mechanically, and his 
reference to the cards themselves will 
comprise but a very small part of his 
WOrkK., 
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The use of punched cards in inven- 
tory records is a familiar function of 
tabulating equipment. There are many 
methods of controlling inventories with 
punched cards. The recording of quan- 
tities is common, the indication of 
quality, age and condition is less fre- 
quent, but can be incorporated in 
punched card methods. Pricing, com- 
puting, footing, and summarizing are 
also functions commonly performed by 
the use of punched cards. 

The auditor in his examination of in- 
ventories should give consideration to 
all of the above stated factors, and in 
determining the scope of his verifica- 
tion, he can be guided by a study of the 
methods and by tests of their effective- 
ness. Many companies maintain com- 
prehensive continuous punched card 
inventory records which are subject to 
periodic comparison with actual quan- 
tities on hand. Some utilize the cards 
at frequent intervals to prepare inven- 
tory lists which are used to check physi- 
cal quantities. These lists are also used 
effectively by the buying and selling 
organizations, and are an important 
contribution to the successful operation 
of internal control measures. 


\ punched card inventory verifica- 
tion problem was presented to an ac- 
countant recently. A new corporation 
was formed to acquire and operate a 
large business. The problems involved 
in starting operations overnight were 
numerous, and the organization worked 
under pressure for several weeks before 
settling down to a normal routine with 
all details under control. Their com- 
placent feelings were badly disturbed 
however, when it was discovered that 
the bylaws called for a fiscal year clos- 
ing, instead of the usual calendar vear 
closing. To further complicate matters, 
the accounting periods had been set up 
on a weekly basis, each period ending 
on Saturday, and the ending date of the 
fiscal period was on a week day. The 
problem was to close the books as of 
the end of the fiscal period, which 
dated back nearly three months, and to 
obtain a certified balance sheet as of 
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that date, and prepare the necessary tax 
returns. 

The accountant appraised the prob- 
lems, and proceeded with an assurance 
that produced a marked stabilizing ef- 
fect upon the organization. The major 
item in current assets was the inven- 
tory. His first step was to acquaint 
himself throughly with the inventory 
methods that were being used, and with 
the internal controls that had been 
established. 

For each case of merchandise re- 
ceived a card was prepunched and filed 
by commodities in open tubs. As orders 
were received from stores, cards repre- 
senting commodities ordered were 
pulled trom the file, and used for bill- 
ing, sales analyses, and inventory bal- 
ance reports. The tubs, at all times, 
contained as many cards as there were 
cases on hand in the warehouses, and 
to test the accuracy and effectiveness 
of the method, certain items were sys- 
tematically selected for verification. By 
removing all the cards of one commod- 
ity from the files, and by counting them 
mechanically, an up to the minute 
inventory balance was obtained and 
noted on work sheets. Assistants then 
made actual counts in the warehouse to 
verify the balances. 


By following through the various 
processes to the final inventory balance 
reports and controls, the accountant 
established the fact that the records and 
methods were accurate and reliable, and 
the control values as at the required 
date were easily determined. 

The subject of inventories is one 
which could be selected as the exclusive 
topic of one meeting. Because of the 
magnitude of the problems and the lim- 
ited time available today, we will not 
discuss them any further in this part 
of the session, but we can discuss spe- 
cial problems if you have any during 
the question period. 

The problem of continuity, or rather 
the lack of it in punched card account- 
ing has often been mentioned as one 
likely to be confusing or inconvenient 
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for the auditor, Discussion of an actual 
case will be used to illustrate this point. 

\ summary list of the monthly gen- 
eral and subsidiary ledger charges and 
credits originating from journal and 
other vouchers is printed monthly. It 
contains the references to the source 
documents, the ledger accounts to be 
charged or credited, the amount of 
each individual item, the total net 
charge or credit to each account, and 
finally the grand net total of each 


he final net totals for each account 
are posted to the general and subsidiary 
ledgers monthly, the lists being used as 
posting media. The ledgers therefore 
show the monthly totals only, and ref- 
erence to the lists is necessary to obtain 
any detailed breakdown that is required 
for verification. 

The lists are voluminous and are filed 
by months in several departments. 

The objections raised to this type of 
record are usually based on the fact 
that lists for one account covering one 
year are filed in twelve locations, and 
reference is slow and inconvenient. 
This criticism is justified, but there are 
several suggestions that can be made to 
remedy the situation. 

The lists can be made on individual 
statements for each account, so that all 
statements for one account can be filed 
together for one year; lists can also be 
prepared with hectograph carbon and 
the items posted to individual accounts 
by the use of the facsimile posting ma- 
chine. Another method would be to file 
all lists together in one binder, thereby 
)btaining a record which would be sim- 
ilar to a voucher register. Aside from 
the inconvenience of reference, the au- 
litor is not hindered in any way, as all 
reference data to the source documents 
are available to him. 


i Problems In Auditing Records Kept On Accounting Machines 


The effectiveness of test checking is 
sometimes questioned in connection with 
records produced by punched cards. A 
punched card schedule, report or rec- 
ord, which is complete in every perti- 
nent detail is as easily test checked as 
are those compiled by any other 
method. The capacity and flexibility of 
tabulating equipment make possible the 
preparation of complete reports in the 
sequence in which they can best be used, 
and the alteration of a report, in form, 
content, or sequence, to enable an audi- 
tor to make a more satisfactory test 
check can in practically all cases be ac- 
complished. The system in use may 
have been designed from an efficient 
operating viewpoint, and a suggestion 
from the auditor to incorporate features 
convenient from his viewpoint undoubt- 
edly would receive due consideration. 
Minor changes in procedure might be 
all that are necessary to produce rec- 
ords which will meet the requirements 
of both the auditor and the client’s staff. 


Throughout this discussion, three 
points have been emphasized: first, 
that the accountant should understand 
at least the fundamental operating prin- 
ciples of the equipment used to produce 
the records under review; second, that 
the accountant should include in his 
program a study of the methods used, a 
review of the organization of the me- 
chanical department, and a thorough 
check of the internal control procedure ; 
and third, that the accountant will find 
that in the majority of cases the records 
from accounting machines do not differ 
materially from those produced by 
manual methods, and that the applica- 
tion of accepted auditing methods ap- 
plies with equal effectiveness to all 
types of records, 
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Conducted by BENJAMIN Harrow, C.P.A. 


Combined Franchise Tax Returns 
—Control Test 
Closely affiliated corporations may 
be required to file what amounts to a 
consolidated franchise tax return, 
though the law speaks of it as a com- 
hined return. If the affiliated group it- 
self desires to file a combined return 
must first obtain the permission of 
Commission to do so. 
To file on a combined basis a corpora- 
ion must own or control directly or 
indirectly substantially all of the capital 
stock of the affiliated corporations, or 
ie athliation may be tl 


the State Tax 


tal 


hrough the 
ship of the stock of the several 
corporations by the same interests. 
he law itself does not define the 
‘m “substantially all’, the regula- 
tions provide that ordinarily the ben- 
eficial ownership or control of 95% 
more of the issued and outstanding 
( Article 


— 


stock meets the test 


Sf y) 


Combined Franchise Tax Returns— 
Factors Considered By Commis- 
sion 

the test of stock 

is met does not 
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mean that a group of affiliated corpora- 
tions will be permitted to file a com- 
bined return. Other factors are con- 
sidered by the State Tax Commission 
and these are enumerated in the regula- 
tions (Article 560) as follows: 

l 


Whether the cor porations are engaged 
in the same or related lines of business. 


2) Whe ther any of the corporations — are in 
substance me vile departments of a unit- 
ary business conducted by the yi 
group. 


3) Whether the products of any of the cor- 
porations are sold to or used by any 
of the other corporations. 

4) Whether any of the corporations - 
form services for, or lend r money to, 
otherwise finance the operations of any 
of the other corporations. 

5) Whether there are other substantial 
inter-company transactions among the 
constituent corporations. 


J 


Combined Franchise Tax Return— 
Real Estate Corporations 
The law itself (Sec 211 (4) ) permits 
: Tax Commission to — 
yf a combi ned return where 
ite control or ownet 





shi p bet veen a business corporation 
and a real estate corporation. There is 
the further requirement that a material 
| the property of the real estate 





‘orporation is used or occupied by the 
business corp in the conduct of 
its business. W the State Tax 
Commission spots a situation of this 


kind it loses no time in requiring a com- 
bined report. As a consequence, the 
real estate corporation loses its favored 

1 rporati yn ta meh 


] 
\ 4 ] { ~ + . 
under Article 9 and becomes taxa 





Combined Franchise Tax Return— 
Foreign Corporation 


1 


If the affiliated group includes a ior- 


eign corporation 
business in New 

not generally be 

bined report. However, if any agree- 


ment or arrangement exists between 
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the foreign corporation and any of its 
New York affiliates which distorts the 
New York income of the affiliates, the 
Commission may require the inclusion 
of the foreign corporation in the com- 
bined return, This is permitted in or- 
der properly to reflect the tax lability 
of the New York taxpayers. 


Combined Franchise Tax Return— 
Inter-Company Transactions 
Where the tax is measured by entire 

net income the law requires the elimina- 

tion of the inter-company dividends. 

Where the tax is measured by business 

and investment capital, the law requires 

the elimination of inter-corporate 
stock-holdings, inter-company notes 
and accounts receivable and payable. 

Combined subsidiary capital is likewise 

determined after elimination of inter- 

company stockholdings. However, in 
determining the percentage of receipts 
allocable to New York the regulations 

(Article 413(6)) provide for the 

elimination of inter-company business 


receipts. 


Combined Franchise Tax Return— 

Minimum Tax 

The law provides for a tax measured 
by combined entire net income or com- 
bined capital of all the corporations in 
the affiliated group. While each cor- 
poration is liable for the entire tax, 
the tax may be assessed against anv one 
1 more of the corporations in the 
group. In addition to the tax on com- 
bined net income or capital, each cor- 
poration included in a combined report 

ther than the corporation paying the 
consolidated tax) is required to pay a 
Inimum tax of $25. This requirement 
is a hold-over from old Article 9A. 


mnt 





Combined Franchise Tax Return— 
Allocation 
The allocation factors, real and tan- 
gible personal property, receipts, and 
payroll are the same for a combined 
return as for a separate return, except 


are combined (consolidated) with in- 


rf 


ter-company items including receipts 
eliminated. On a combined return the 
corporations do not have the option of 
allocating the combined entire net in- 
come by the business allocation percent- 
age where the investment income is less 
than 25% of entire net income, nor 
may they allocate by the investment al- 
location percentage where investment 
income is more than 85% of entire net 
income. And where the basis of the 
tax is business capital, the affiliated 
group does not have the option of al- 
locating total business and investment 
captial by the business allocation per- 
centage where business income is 75% 
or more of entire net income. 


Combined Franchise Tax Returns— 
Some Comments 


In spite of all efforts to simplify the 
ordinary franchise tax reports, the 
preparation of the return can be a prob- 
lem requiring expert handling. To the 
uninitiated a combined return can be 
really frightening because of the burden 
of detail required. (See Form3 AC T) 

The creation of a corporate entity is 
quite simple. It is therefore equally 
simple to set up corporate arrangements 
which may deflect income really earned 
in New York to corporations in foreign 
states. The combined return which the 
state can require prevents such tax 
avoidance, When a group of affiliated 
companies seeks permission to file on a 
combined basis it usually seeks a tax 
benefit. The usual situation will be one 
where not all members of a unitary 
business operate profitably. On a com- 
bined return the entire net income of one 
company will be offset by net losses of 
other companies. 

In the usual situation the commission 
may not require the inclusion in a com- 
bined return of a foreign corporation 
which itself is not subject to tax in New 
York. This is now provided for in the 
law (Section 211(4) ) although old Ar- 
ticle 9A was silent on this point. How- 
ever, the taxpayer may seek permission 
to do so and the Commission will grant 
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it if this will more equitably reflect New 
— income, 

Tnder the present provisions of Ar- 
es 9A a ieee real estate com- 
pany and a business company may be 
required to file a combined return, pro- 
vided the business company uses or oc- 
pies a material part of the property 
of the real estate company. Under old 
\rticle 9A the real estate company auto- 
matically lost its exemption from tax 
under that article. Under the present 
iw if the Commission does not require 
a combined report the real estate com- 
emains taxable under Section 
There is no provision in the law 
x the Commission authority to per- 
mit or require a combined return for a 
business corporation and any corpora- 
tion taxable under Article 9 except a 
real estate company. 

Istablishing a business allocation on 
he basis of combined factors may give 
up of corporations some tax ad- 


pany r 





Even without the use of a combined 


return the Commission has power 
under Section 211(5) to adjust the in- 
‘ome of a taxpayer where profit divert- 


ing devices are being employed. 

Under old Article 9A where the tax 

asured by entire capital inter- 
not eliminated. 

The present provisions have corrected 

this inequity and inter-company stock- 

holdings as well as indebtedness are 


was me 


company holdings were 


eliminated. 

Once a group of companies file on a 
combine re probably com- 
mitted to a continued use of this basis. 
It is up to the taxpayer to obtain per- 
mission to change its basis thereafter 


d basis, they a 


Status of a Foreign Corporation as 
a Business Corporation or a Real 
Estate Company 
The assets of a foreign corporation 

consist of securities and cash. It has 

an office outside of New York, It pur- 
chases real estate in New York. Is it 
subject to tax as a business corporation 
or a real estate corporation ? 

Of course the mere ownership of 
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real property within the state 
tutes doing business in New York. 
a domestic corporation the owner 
f (excluding certain U, S. 
obligations) bevond 10° of the average 
eross assets would make the corpora- 
tion a business corporation taxable un- 
der Article 9A on the first day of the 
following year. As a foreign corpora- 
tion taxable in New York its only assets 
here being real estate, it should be 
taxed as a real estate company. although 
the State Tax Commission might hol 
it to be taxable as a business corpora- 
tion based on the criteria appli 
to a domestic company. 


yr securities 





When Is Real Estate a Business? 


Here is a fairly common income tax 
tion. A taxpayer owns some 11 
ne producing real estate | for 
sever a years has paid ordinary income 
taxes on the net income or has received 
a deduction where the operat: 
ahora in a net loss. The 
s the real estate at a loss and |} 
eae the himself in the real 
business takes an ordinary deduction 
for the loss. The State Tax Commis- 
sion takes a different view. The real 
estate has oleae become an invest- 
ment and hence the loss is construed 
as a capital loss subject to the less 
favorable capital gain and loss provi- 
sions. In one case which went 








formal — the taxpaver owned 
four parcels of pr yperty all of which 

Gt Til | : > wp 
were managed by an agent. The income 


from the real estate operat! ns rep- 
resented about forty per cent of tax- 
vaver’s total income. Taxpayer was a 
wife and the rest of her income 
was derived from interest and divi- 
dends, The Commission clung tenaci- 
ously to its decision that the loss on the 
A 





f the property was a capital loss. 


The writer knows of a case where a 
taxpayer in a similar pean n saaid one 
parcel of real estate at a profit and re- 
ported the gain as a capital gain. The 
Tax Commission shifted its position 
and now held that the gain should be 


September 

















l- 
t 











New York State Tax Clinic 


taxed as ordinary income and, further- 
more, that it should be subject to the 
uninco rporated business tax as well. 
Under the franchise tax law the mere 
holding of real estate constitutes doing 
busine New York. Under the in- 
come tax law because of the special 
treatment for capital gains and losses, 
ncome is classified as business income 
investment income and the term 
siness acquires a different emphasis. 
(he difference in treatment by the 
Cot mmission, based upon whether the 
transaction results in a gain or a loss, 
is a little more difficult to reconcile. 
Tax Commission takes ve ry seri- 
the frequent dictum of the Su- 
e Court that taxation is eminently 
ractical matter. That is not too com- 
s for the taxpayer. 





Sale of Residential Property 


lere 1S an interesting contrast be- 
een the applicable Federal and New 
york State tax rules when residential 
‘operty, devoted solely to personal 
ise, is sold. Under both the Federal 
| State laws, such residential prop- 
erty is a capital asset and any gain or 
ss is therefore a capital gain or a 
tal loss. But there the similarity 
eatment ends. The Federal govern- 
t taxes the gain but does not recog- 
the loss. In computing the gain 
ler the Federal rule, the cost or other 
sis is not reduced by depreciation for 
‘period during which the property is 
Id, inasmuch as such depreciation is 
ther allowed nor allowable. 
‘nder the State tax law, however, 
t only is the gain taxed, but the loss 


is also recognized. And in arriving at 


ich gain or loss, accumulated deprecia- 
n applicable to the period of owner- 
sup is deducted from the cost or other 


asis, despite the fact that the deprecia- 


does not qualify as an allowable 


leduction during such period of owner- 


ship. It is therefore possible for the 
sale of a residence to result at the same 


ime in a taxable gain under New York 
and in an unrecognized loss for 
Federal Tax purposes. 
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Franchise Tax—Doing Business by 
Reason of the Holding of Real 
Property 
Under Article 9 (Section 182) as 

well as Article 9A (Section 209.3) the 

holding of real property in New York 
is deemed to be doing business in New 

York and such a corporation is thus 

subject to franchise tax. A strict inter- 

pretation of these sections of the law 
may work a hardship on a taxpayer. 

Consicer the case of a foreign corpora- 

tion in the investment eck business. 

As a result of a mortgage foreclosure 

proceeding it acquires Teal property in 

New York. The Commission held such 

a corporation taxable as a business cor- 

poration under Article 9A. 

Some years ago an insurance com- 
pany in Connecticut held a mortgage 
on some real property in New York. 
Through foreclosure it became the 
holder of the real property. The Com- 
mission at that time sought to tax the 
corporation as a real estate company 
under Article 9. In an opinion dated 
September 8, 1936, the Attorney Gen- 
eral held that such an isolated transac- 
tion would not constitute doing busi- 
ness so as to make the corporation sub- 
ject to franchise tax. W hen this opin- 
ion was quoted in the former case the 
Commission held that it applied only to 
real estate corporations taxable under 
Article 9 and that it had no application 
to business corporations taxable under 
9A. 

It is difficult to reconcile the ruling 
of the Commission in both cases. There 
certainly is not enough difference be- 
tween Article 9 and Article 9A to war- 
rant a different holding on the same 
set of facts. Both articles cover fran- 
chise taxes. The difference is primarily 
in the method of computing the tax. In 
the one case it is computed on gross 
assets and in the other on entire net 
income. Perhaps the law should be 
amended to exempt a corporation from 
franchise tax under either article where 
the real property held is acquired by 
foreclosure and the mortgagee is thus 
an involtunary holder of real property. 
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| OFFICIAL DECISIONS and RELEASES | 








STATUS OF ACCOUNTING 
PERSONNEL UNDER FEDERAL 
WAGE AND HOUR LAW 


rry 


The following helpful to 


practitioners in determining whether their 


letter may be 


accounting personnel are subject to provi- 
sions of the Federal Wage and Hour Law. 
It was written to Benjamin Greenberg, chair- 
man of the Society’s Committee on Ad- 
ministration of Accountants Practice by the 
\ssistant to the Deputy Administrator of the 
Wage and Hour and Public Contracts Divi- 
sions of the U. S. Department of Labor. 

“T have your letter of February 18, 1947, 
uu inquire whether we have had 
occasion to issue any statement with regard 
to the applicability of the exemption for pro- 
fessional 


ot the 


employees provided by part 541 
regulations to accountants employed 
by public accounting firms. There has been 
no tormal public statement regarding the ap- 
plicability of the regulations to accountants. 
The following comments may however, be 
of value to you. 

The exemption status of an employee under 
part 541 of the regulations depends, as vou 


know, on the particular work he does 


may 
and whether he meets all the requirements 
regula- 


In the last analysis, the work per- 


of one of the applicable sections of the 
tions. 
formed by the employee is the determining 
factor rather than his title or his occupational 
grouping. 


te 


Consequently, it is not possible 


say that all accountants are exempt re- 
gardless of the type of work they do. 


Generally, certified public accountants who 


are paid not less than $200 per month on a 


salary basis will, except in unusual cases, 


meet the requirements of the “professional” 
exemption. Such employees normally perform 
accounting work of the kind specified in the 
definition of the term “professional” con 
tained in the regulations. Similarly, ac- 
countants who are not certified public ac- 
ountants may also be exempt as “profes- 
sional” employees provided that they actually 
perform professional accounting work, that 
is, work which requires the consistent ex- 
ercise of discretion and judgment and which 
otherwise meets the tests of the definition 
- a professional employee. However there 
are many different types of accounting work 
in public accounting firms, at least some of 
which may not.meet these tests. For example, 
such firms sometimes hire accountants who 
may be assigned routine work which they 
perform under close supervision. Such em- 
plovees are not exempt. 

I believe that if you apply the criteria in 
the regulations to accountants you will find 
little difficulty in determining which em- 
ployees are exempt. The enclosed report of 
the presiding officer may also be of assistance 
to you. If, however, you should have any 
juestion regarding the status of a particular 
employee, I feel sure that your question can 
consultation 
with a representative of the regional office of 
the Divisions which, for the New York area, 
is located at 341 9th Avenue, New York. 
That office, I am sure, will be glad to assist 


be resolved satisfactorily by 


vou in determining whether a particular em- 
ployee meets the requirements for exemption.” 


O”D 
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Bank Frauds, 
Prevention, 
By Lester A. Pratt. THe RoNnatp 
Press Company, New York, 1947. 
i 248 pages, $4.00. 


Their Detection and 


This book is primarily written for 
those whose duties and res ponsibili ties 
include the prevention or detection of 
bank frauds. Its obvious purpose is to 
lraw attention to the seriousness of the 
( t such frauds and to 
point out methods which would aid in 
minimizing them. The author’s pur- 
pose is well served by this compact and 
vell written treatise. 
The text consists of 2 
information. The first 

ted to a startling reve 
olume which bank defalcations have 
ttained. Perhaps this will not surprise 

se familiar with bank affairs but i 
surely will shock the average reader. 
\ substantial part of the book is em- 
ploved in the analysis and description 
< operations and the accounting 

| office methods and procedures used. 

he deficiencies in these methods and 
procedures especially those used in the 
smaller banks or in banks that may be 
lominated by one person are elabo- 


dwells on 














pportunities these failures hav 
ered to weak or dishonest em- 
vees. 
\n interesti ing tapenanon compil 
reports ( » Comptroller of Cur- 
for the pcb 1015 to 1931 is 








10n page 69, It shows the various 
s held by bank employees w 
cted of criminal acts in N 
Banks. The tabulation is ar- 
ranged in comparative tc rm to show 
nvictions for defalcations originating 
m banks and atm ones. The 
te shows that 821 of the 1481 
ictions were for. crimi acts 
ich were perpetrated in smaller 
Q { = 


banks. Of these 580 were committed 
by management employees and 241 by 
subordinate employees. With the larger 
banks the reverse is true in that of the 
660 applicable cases 112 represented 
misdeeds of management employees 
and 548 those of other employees. 





pin underlying procedures involved 
in the perpetration of fraud are devel- 
vibe: fe the reader and actual cases 
are cited from authentic sourcés. These 
related to specific departments 
nk. The functions and pur- 
poses of these departments are ex- 
plained so that even a layman may find 
interest in the recital. 


cases are 
in the b: 


The author next approaches the sub- 
ject of prevention. The importance of 
internal control, the urgent need for ar- 
ranging duties so that vulnerable pro- 
cedures will be performed by or 
under the supervision of more than one 

erson and the need of rotation of per- 
1 on different phases of the work 
1. He urges the frequent de- 
tachinent of employees from customary 
luties and stresses the requirement that 
all take vacations. These steps are 
important safeguards 
gainst systematic or continuous fraud. 
Vet ods of fraud detection are de 
i comprehensive programs 
in the examination of vari- 


come 


nne 
SONNE 





pointe 1 to as 














us b ities are given through- 
The author dwe lls on the imps irtance 
it regular examinations by dis irs or 
istees and recommends the engage- 
ment of public accountants to assist or 
to conduct such examinations. This 
0k should be of value to any public 
untant but particularly to those 
vyho on occasion find themselves in- 
Ived in the examination of financ 
nstitutions, Its lessons will not come 
amiss to anyone engaged in auditing 
work. Bank examiners, internal bank 
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officers and directors will 
assist them in their re- 


auditors, 
find much to 
sponsibilites. 
Many cases cited are undoubtedly 
of a type familiar to those associated 
with banks but the variety of the op- 
portunities for frauds mentioned by the 
author may surprise some of these. It 
certainly will impress the reader with 
the importance of the author’s subject. 
The book is suggested as a fine addi- 
tion to your technical library. Its ap- 
pendix and index make it a handy 
reference book to the examiner. 


CHARLES A. HoyYLerR 


Hurdman and Cranstoun 
New York, N. Y. 


Departmental Cooperation in Cost 
Reduction, 
Financial Management Series No. 
85. AMERICAN MANAGEMENT ASSO- 
craTion, New York, 1946. 26 pages 
$.50 to non-members. 
“Departmental Cooperation in Cost 
Reduction” begins with an excellent in- 
troduction by Mr. Wyman P. Fiske, 
Secretary of the National Association 
of Cost Accountants. in which he out- 
lines the relationship of accountants to 


cost reduction. Following this, there 
are separate sections for insurance, 
sales, customer service, production, and 
office (management ). 

One of the purposes of the pamphlet 
is to present the various viewpoints of 
each of the internal departments of a 
business with respect to costs. Accord- 
ingly, each section of the pamphlet has 
been prepared by a recognized leader 
in his field of specialization. The result 
is to provide twenty-six pages which 
contain pertinent comments and sug- 
gestions which range, in importance, 
from minor day-to-day measures to 
drastic changes in operating policies. 

The pamphlet affords the accounting 
practitioner the opportunity to review 
and, perhaps, broaden his own ideas on 
cost reduction. In this, it should assist 
him in developing valuable guide lines 
for cost discussions with business exec- 
utives. On the other hand, the pam- 
phlet, if used as supplemental reading, 
will be invaluable to a cost accounting 
student in that it emphasizes the prac- 
tical ways in which cost reductions are 
actually achieved. 

C. W. BASTABLE, JR. 
Columbia University 
New York, N. Y. 
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THEORY OF ACCOUNTS 
Thursday, May 15, 1947 —9 a. m. to 12.30 p. m., only 


Group I—Answer all questions in this group. 
1 a What kind of transactions would necessitate the inclusion of an item of Unearned 
Income on the balance sheet? 
b Should an Unearned Income account be included in the proprietary section of the 
balance sheet? If not, where should it be included? 
> What disposition should be made of the balance of an Unearned Income account 
on the company’s books? [10] 


2 When should liabilities for cach of the following be recorded on the books of an 
ordinary business corporation: (a) dividends, (6) purchase commitments, 
(c) acquisition of goods by purchase on credit, (d) officers’ salaries, (e) special 
bonus of employees? [10] 


3 @ a Explai n briefly the meaning of the terms prepaid expenses and deferred charges. 


» What is the preferable way of treating these items on the balance sheet? [10] 


4 A Corporation was considering, in 1946, the issuance of bonds as of January 1, 1947, 
as follows: 
Plan 1: $1,000,000 par value 5%, Ist mortgage, 20-year bonds, due December 31, 
1966, at 94 
or 
Plan 2: $1,000,000 par value 5%, Ist mortgage, 20-y 
1966, with provision for payment of a 6% 


21 
i 


year bonds, due December 3 
premium upon maturity 


Give two separate sets of journal entries with appropriate explanations showing the 


accounting treatment which the foregoing bond issues would necessitate, respectively, (a) at 
time of issue, (b) monthly thereafter, (c) upon payment at date of maturity. 


Cost of issue such as printing, lawyers’ fees, etc. may be ignored for the purpose of 


answering this question. Discount and premium are to be allocated to accounting periods on a 
straight-line basis. [10] 


5 State briefily the pre ferable position on the balance sheet in which each of the fol- 
lowing should be shown; 1f any of the items should not be shown on the balance 
sheet, indicate accordingly: [19] 

a Capital surplus 
Merchandise out on consignment 
c Pension fund on deposit with a trustee (under a trust revocable at depositor’s 
option) 
d Reserve for depreciation of plant and equipment 
Materials in transit—purchased F. O. B. shipping point 
Self-insurance reserve 
g Reserve for doubtful accounts receivable 
h Merchandise held on consignment 
t Intangible assets 


j Contingent liabilities 
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Group II—Answer five questions from this group. 


6 a What item on the balance sheet may be subjected to the “gross profit test’’? 


b Using assumed amounts, demonstrate by a summary statement how the test is 
applied. [10] 


~ 


The bookkeeper of a large hardware company has made a practice of setting up raw 
materials and the corresponding accounts payable at the gross purchase price 
including trade and cash discounts. 

a Mention four important respects in which such a procedure might distort the com- 
pany’s balance sheets. 

b State at least one way in which the operating statements based thereon would be 
distorted thereby. [19] 


8 Compare the last-in, first-out method of computing inventories with the first-in, 
first-out method. [10] 


9 a Define the term working capital. 
» State briefly what is meant by the term working capital ratio, how such ratio is 
calculated and how it is ordinarily stated. [19] 


10 a Is there a duplication of charges to current year’s costs or expenses in cases where 
a sinking fund reserve is created for the retirement of bonds, as well as a depreci- 
ation reserve with respect to the capital assets by which such bonds are secured? 

b Discuss briefly the point raised by this question. [10] 


11 a@ State the relationship among business organizations that makes the preparation 
of consolidated financial statements advisable. 
b State briefly the purpose of preparing consolidated financial statements. [19] 
12 a Name four important items relating to the accounts of a partnership as to which 
information should be obtainable by reference to the partnership agreement. 
b In the absence of a specific direction in the partnership agreement, how should 
withdrawals of a partner during a fiscal year, which exceeded that partner's 
share of profits for the year, be treated? [19] 


ie 


COMMERCIAL LAW 


Friday, May 16, 1947 —9 a. m. to 12.30 p. m., only 


Group I—Answer all questions in this group. 
1 a What is the effect of fraud upon a contract? 
b What choice of remedies has the defrauded party ? 
c Where a party breaks his contract, what rights has the other party? 
d What is an accord and satisfaction ? 

e A lease under seal contained a clause giving the lessee the option to purchase the 
leased premises during the term of the lease for the sum of $1,000. The lessee 
during the term tendered the lessor the $1,000 and demanded a deed. The lessor 
refused the tender and the deed on the ground that the option was unilateral and 
without consideration. Was he justified in his refusal? Explain. [10] 


~ 


2 a Name the essentials of a negotiable bill or note. 


b Is a note negotiable which gives the holder an option between payment in money 
and some other thing? 

c What implied warranties are made by an indorser ? 

d When does title to a note or bill pass by operation of law? Name three instances. 

e¢ A made a note payable to B with interest. The note was undated. From what time 
does interest run? 

f A gave his negotiable promissory note to B for $1,000. B fraudulently altered the 
note to read $10,000 and transferred it to C, an innocent holder, for value in due 
course. Can C maintain an action against A on the note and, if so, what sum will 

1 } 


he recover: [} | 
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3 a (1) What is a de facto corporation 
(2) What is its status, (a) in general, () as to the state, (c) as to others? 

» The officers of a manufacturing corporation, by authority of the directors, indorsed, 
in the corporate name, a note for the accommodation of dn allied corporation. 
The note was discounted by a bank on the faith of the indorsement and with 
knowledge that it was indorsed for accommodation. 

(1) May the corporation do this? Why? 

(2) Was the bank a holder in due course? Why: 

(3) May the bank recover upon the indorsement? Why? 

A corporation was engaged in mining. Another corporation was engaged in manu- 
facturing. The two entered into an “agreement of partnership. 

(1) Was this agreement within the powers of the companies? 

(2) Can a corporation enter into a partnership with another corporation in the same 

line of business? Why? [1°] 

4 a What is a factor? 

b What is a factor under a del credere commission? 

c Is a del credere agent liable to his principal as guarantor or as principal debtor ? 

d What is the scope of authority and powers of an agent employed to manage a par- 
ticular business ? 

e What are the exceptions to the general rule that an agent can not delegate his 
authority? 

f Green Company gave credit to Allen, who was really the agent of Burt. The agency 
was unknown at the time but it was ascertained after Burt failed. Could Allen 
be held? 

Title to land was conveyed by deed to “John Jones, President of the Jones Com- 
pany.” The John Jones Company was a corporation. In whom is the title vested ? 
[20] 

a What is meant by the net operating loss carry-over and the net operating loss 
carry-back ? 

bh (1) To what years may a net operating loss carry-back and the net operating loss 

carry-over be applied? 

(2) In what order are they applied ? 

(3) Is there a choice of order? 

In 1942 and 1943 the taxpayer had net incomes (after adjustments) of $3,000 and 
$10,000 respectively. In 1944 a net operating loss of $5,000 was sustained, and 
in 1945 a net operating loss of $14,000 was sustained. Illustrate the operation of 
the net operating loss carry-back and carry-over. 

d What is meant by constructive receipt? 

e Jones has a deposit of $5,000 in the A Savings Bank, which credits interest on its 
deposits at the end of each year. Jones was ill during the latter part of 1945 but 
in February 1946 he went to the bank, which entered interest of $100 for 1945 
on his bankbook. For what year should Jones report this income? [19] 


on 


Group II—Answer five questions from this group. - 


6 a (1) In bankruptcy, what constitutes a proof of claim? 
(2) Where must such claim be filed? 
When must such claim be filed ? 
(4) For what purpose must such claim be filed? 
(5) What happens to proof of claims not filed within the statutory period of 
limitations ? 

(6) What is that period? 

In bankruptcy, have any debts priority in payment? If so, what kinds? How do 
they rank and to what extent? 

A receiver in bankruptcy employs a public accountant to examine and report on 
the accounts of the bankrupt. 

(1) May the receiver do this? 
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3) How is the compensation for the accountant’s services determined? [10] 


Can a pa al estate in its firm name? 

What is that partnership realty is considered as personalty, and 
when d 

What is ufficient notice of a dissolution by act of the partners? 





Is a partner entitled to compensation for services rendered the firm? 
[qual partners, Allen and Burt, have assets consisting of real estate of the valu 
t 





personal property of the value of $10,000 and liabilities of $8,000. Allen 
d W ers liabiliti 5 and no assets other than his interest in the 
irtnership prope What is > effect of Allen’s death upon the partnershi 





tnership property be ap] lied and distribut. rr 


I 





Name and describe the general provisions of the statute of frauds applied to sales. 
In sales of goods specially manufactured, how does the statute of frauds apply? 
What are the essentials of a written memorandum in order to satisfy the statute 


Must the memorandum be in a special form or a single writing? Who must sign? 

\ seller of goods drew on the buyer for the price of goods and transferred the bill 

of acceptance and the bill of lading together to the buyer, The bill of lading 
he order of the consignee and was 1 vig in blank. The buyer did r 
nor ill of exchange but indorsed the f lading to one who purchase sed 
he property in good faith for value and without notice that the bill of exchange 
! ’s rights as to the title to the goods? [1) 








ract of insurance assignable ? 





urance t between insurer and the insured 


(2) What is the nature of a 
covered? Does such insurance accompany the 








ion to the proper 
I eer on transfer or sale? 

property, can the sell r assign to the buyer his interest in the fire 
icy on ‘the property? Explain. 

have creditors of the insured under fire insurance policies payable t 
(1) before fire loss, (2) after fire loss? 





does a trustee in bankruptcy take in the bankrupt’s life insurance 
in policies payable to his estate, (2) in policies payable to third party 








What is the essential difference between a bailment and a sale? 

Give at least four of the most important principles generally common to bailments 
Into what three general classes are bailments divided? 

ited poe rings with Burt for safekeeping. Burt sold them for a valuable 
considerati » Daniel ‘Is, who did not know of the bailment. In a suit by Carr 
inst Daniel Is, can Daniels set up his title through Burt? 








n rented an automobile to Burt for a month. During that month the auto 





was destt in a collision with a truck owned by Carr, through the joint 

yen ‘rvants of Burt and Carr. Aller d Car r damages 

nce of rvants ot burt ane arr. Allen sued Carr for damage 
Could he re [10] 









] 1- . {> 
1dum Clauses Of a deed: 


When does a deed become efiective? 





(1) Name the five usual covenants in a deed. 

Zz ints are pe rsonal? 

3 th Lass? 

What are the essential differences between a warranty deed and a quitclaim deed: 











What are the usual covenants in a warranty deed? [1°] 


What does the word “certify” indicate as applied to bank checks? 
The cashier of a national bank certified a depositor’s check for $1,000. 
| *s account at the time showed a credit balance of $500, as the cash 
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Was the certification lawful ? 
What was the cashier’s liability ? 
3) Is the check a valid obligation of the bank? 

A director of a national bank procured for a firm a loan of $100,000 from the bank 
in which he was a director. The firm agreed to pay the director a commission 
4 $1,000 for this service, which he received from the firm in the form of a prom- 
issory note for $1,000. The note was not paid at maturity. He sues on the note. 

1) Can the director recover on the note? 





(2) What was the status of the agreement between the firm and the director? 


3) What was the nature of the director’s act? [19] 


a 


THEORY OF AUDITING 
Friday, May 16, 1947 — 1.30 to 5 p. m., only 
Answer all questions. 


re a detailed audit program showing step by step the audit procedures you 
win <> g the ex xamination in which one of the most important phases inv olves 
marketable securities of substantial value, including stocks, bonds and mortgages. For the 


r th te 1estion, give in detail the section of your program covering your audit of 
thece mM 15] 
thes vestments. [| 











2 Your client, the City Store, has 25,000 active accounts receivable. As of November 
30, 1946, a month preceding the close of the fiscal period, trial balance tapes of the accounts 
were prepared as a part of your interim audit work. These trial balance tapes 
d to the individual accounts receivable, were footed, and the total agreed with 
the general ledger controlling account. 
; ion of receivab les at November 30, 1946, was on the following basis: 
ints in excess of $200 (1000 accounts aggregating 60% of the dollar amount of the 
receivables ) were nel ob ne with request for direct reply; negative confirmations were 
sent to the other customers. Differences reported had been satisfactorily reconciled. 
Ignoring the question of uncollectible and past-due accounts, what additional audit 
procedures would you recommend in connection with the accounts receivable at the end 
of tl lendar sen Lee 














evaluation of Internal Control covering cash receipts 
a large manufacturing company whose sales are made 























te to the propriety of accepting a contingent fee in a professional 
CC x eng ate reasons, noting exceptions, if any. [6] 
. yur audit of the Burney Corporation, which was organized 
946, ss the following account in the general ledger at the date of 
IXED PROPERTIES 
, Debits 
P $ 1,500 
Fane 16 qjg- Berd -Giesoane) 6.cé.dsdescs cease ei awh eee awe i neo eee ene 2,400 
Tur 240,000 
lune 30 o Cetnerate oroahizatian costs. cscai cece y vanes ees ewe ereeeee tee 3,000 
J 2 ee 2,800 
August 2 ae eaeraraipaphararads , 4,200 
Sept r Orca ah athe Res scwreiaieye 9,700 
De i t i e per share, $10; 2, ) shares.... ey 
D er 15 Bond six months ..°...... : PRP are ae ne OY we ete eas a 1,500 
Decer Ce real es SOUR Tee OBESE WER CR CRED hie DOES at Ra Kite ae 
D er st of the g con CS Ee Pee ae AT Ne Ot en 
ing th S f this audit, the anal {f the foregoing account 
dis he lowing information: 
uilding acquired June 16, 1946, was valued at $40,000. 
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The company paid $4,200 for the demolition of the old existing building, then sold 


the scrap for $200 and credited the proceeds to Miscellaneous Income 


] 


lhe company excutives did not participate in the construction of the new building 


d Bonds of a par value of $100,000, life 10 years, were sold to an underwriting 
syndicate at 97.6. 
¢ The county real estate tax was for the six months ended December 31, 1946, and 
was assessed by the county on the land. 
Prepare adjusting entries to correct the Fixed Properties account. Each journal entry 
heuld include an explanation. 5 


[15] 


6 [12] 

a Design an inventory tag and stub for use by a client conducting a moderate-sized 
wholesale plumbing material and supply business. 

bh Write a memorandum of instructions such as might be necessary to instruct the 
client's employees in the use of the tag and stub. 

7 As of January 1, 1947, the Everlast Leather Company leased several acres of land, 
on which they immediately built a shoe manufacturing plant of steel and brick construction. 
This building has an estimated life of 50 years. On March 31, 1947, they sublet a two-acre 
section to Keepwarm Furnace Manufacturing Company, which has constructed a wooden 
building having an estimated life of 25 years. Everlast’s lease is for 40 years and the sublease 
to Keepwarm is for 30 years. 

Under these circumstances, what steps should an auditor take? Your answer should be 
in the form of an audit program. [10] 

8 How would you satisfy yourself as to the correctness of the relative expenditures 
in a case were you are auditing the books of the Town of Oakville and those of the Oakville 
Sports Center? The Sports Center is being maintained partly by the town and partly by 
voluntary gifts of residents. Your answer should be in the form of brief programs. [12] 


PRACTICAL ACCOUNTING — PART I 
Wednesday, May 14, 1947 — 1.30 to 6 p. m., only 
Solve both problems. The figures in brackets indicate the number of credits allo-wed. 


1 Following are trial balances of A Company and its subsidiary, B Company, at Decem- 
ber 31, 1945. From them and the other information given, prepare a columnar consolidating 
work sheet showing in separate columns a consolidated balance sheet and a consolidated 


income statement at December 31, 1945. [30] 


Debits 1 Company B Company 
0 ccc $ 267,300 
Receivables, customers 375,400 
War bonds , Tr Te ore mete i; 556.000 
Inventories ee Per ee ee 146,800 





Investment, B Company 











Bonds . ; igs sea Tea)” = — sla. ‘Aicatnraonme 
Capital stock Cee re ee SO BOR sk Saas 
Advances . : ee ere eee ; ZEOMOO. =». cag iortSeuecs 
Investment, A Company bonds (at par sin aats 30,000 
Fixed assets - : a hie lereth Sones . 2,311,000 700 
Unamortized bond discount one ‘ Saw etiele wes 
Goodwill baek wae a ee sks. & Sipe eee ort less Msdewe wows 
Ee Br BAINES 66 6.54 4cnes sures oe ace Kor adewwn 3,280,509 1.676,100 
Selling and administrative expense ; , : 333,000 261,000 
ciati expense 184,000 42,600 
est expense 24,000 19,700 
1 discount amortized eee. eer een aceatedk”  —_“Siageorncaarare 30 
Amortization of premium B Company bonds owned.. a} rete cn 
Provision for income taxes 0,000 420,000 
Dividends paid : : 100,000 20,000 
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Total credits 


Credits 

Accounts payable . ; erie rire rer re $ 79,200 $ 69,500 
Accrued income taxes ere ee ere ee 624,800 431,400 
Other accrued expens err eT Tr ree ? 10,000 4,000 
Advances from A.... rere ere rrr ree nS ery 226,600 
Reserve for bad debts... ee ae Way re Pe ee 2,500 3,200 
Reserve for depreciation 1,420,600 302,300 
Reserve for postwar adjustments : Wwe yy eieatat 1,000,000 445,000 
First-mortgage 3% bonds. ad ae nan eer eeeeas ; SOR0CG 8 Seecnecs 
t-mortgage 4% bonds Keéareeee 200,000 
stock .. ASR beGE Eee eee s te 1,000,000 200,000 
re eras SO2400- 8 8 ieeeeees 
Sarned surplus, December 31, 1944.. 424,700 90,200 
erence wat 4,797,300 2,644,500 
ptegunt- << War HOnd6i. 6 .c.csiescvacwseeues 20,400 5,000 
— intercompany bonds...... 7,200 900 

— advances to B Company ; adie (2 3.) ere 

Dividend received 16,200 

Net profit.......3. : P ; P ‘  “Sex@eiwawim " \cacsuamueatirs 
$10.264.800, $4,622,600 


A Company, on January 1, 1937, purchased from security holders its 81% interest 
in the capital stock of B C npany and 90% interest in B Company bonds, the total considera- 
tion being $516,000 of which $216,000 was allocated to the bonds. The purpose of the purchase 
was to obtain additional manufacturing facilities and B Company's established markets for 
products similar to A Company’s regular line. The earned surplus of B Company as shown 
by its books on December 31, 1936, was $150,000. The 25-vear, first-mortgage 4% bonds 
had been originally marketed on December 31, 1929, to net 9614. 

For several years a part of the output of B epee has been an intermediate product 


sold to A Company at a uniform markup of 20% (on sales Sales of this character recorded 
on B Company’s books were $258,000 for 1945, of which ‘$64,500 remained in A Company’s 
inventory at the end of the year; the corresponding amount in A Company’s inventory 


at the beginning of the year was $82, 

\ Company has made advances to B Company on which the latter pays interest semi- 
annually at the rate of 6% per annum. During 1945 (on July 1) an additional $50,000 was 
advance ced. 

A Company constructed a building at a cost of $100,000, which on January 1, 1940, 
is turned over to B oman for its use, at a price of $120,000. Depreciation of 3% has 


been accrued thereon since that date. 


2 The stockholders of fe: Farm Equipment Company, vendors of horsedrawn machinery, 
resolved at their meeting of June 13, 1946, to liquidate as of August 31, 1946. The May 31, 
1946, financial statement on which the stockholders predicated their decision to liquidate 




















foll Ws 
BALANCE SHEET 
As at May 31, 1946 
As 
SS: 1 AO eee ee at ee aera er ar a eer er aera rien Teor tre ny a aa a ee le Ye ee ee ett gee 
Total rent Dao 6/5 a alae nse Sra OA Rae Oral kee an ere Wea 
Furnit tr Ci eh, ee ee eae eer eM re ee Pe 
Land and bui g. less 2, eee eT ee er 
$241,090 
Accou BP AUARES 6 icc eieeteupsavene cece bus $ 15.600 
Intere nn ROG ahs. 6:0 oleae tials eee wai RENCE a em er mearaes 25 
4 ORGS 6 asec pe wnoekes Kas ¥xbsn ceed eee naeseetmeneenenens 50 
Lota ent lla Pree reter te rt eet se $ 16,300 
Mortgage due January 1, 1948.......... ie LO POTN CO re 10,000 
( k, 42 ehures, POt WONG $50... ce ckcctertvcccsceess ; ; 210,000 
St Balance at J l Ma a ere gee nae $24,05 
r 5 mos Ma je 0 | CR pea ae ga mera ee ramen cer 1 
FIGGANOM (5 9.6 5.5.0 0:05. cave ein ale OR eae Re karas WERE ete en manna 4,700 
$241.000 
1947 623 
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\ccording to the stockholders’ resolution of June 13, the liquidation is to be effected 
the directors (who, being principal stockholders, serve without compensation) as follows: 

‘The $15,000 cash bid of a local real estate operator for the equity in the land and 
building is to be accepted immediately, the purchaser to assume the outstanding mortgage of 
$10,000 and to pay all expenses of title search, closing, etc. Title is to pass as of June 3 


30 
1946, and Farm Equipment Company is to pay mortgage interest accrued to that date. 
Insurance and taxes prepaid prior to June 30, 1946, are to be absorbed by the vendor. 

“All merchandise on hand is to be offered for sale at 80% of regular sales pri 
uch special sale to be conducted from June 17 to June 27 (both dates inclusive). “ 
ales are to be on a strictly cash basis and to be final—no returns permitted. 


ces: 
hese 


“An auction is to be conducted on June 29 on the company’s premises and is to include 
all merchandise not disposed of during the previous 10-day sale. All furniture, fixtures 
trucks and other equipment are also to be auctioned at this time. All sales made at such 
iction are to be strictly cash and final. 

“Any merchandise still remaining unsold after the auction is to be advertised daily 
n newspapers of neighboring communities and disposed of at best prices obtainable. 

“All employees, except the manager-bookkeeper, are to be given immediate notice of 
their release, at the cl 


close of business on June 29, and to be paid up to July 31. The manager- 
bookkeeper is to be given immediate notice of his release effective August 31, 1946, on which 
date he will be paid his salary for the four months ending December 31. 

“A liquidating dividend (final) is to be paid on September 2, 1946, as of August 31, 
1946, to all stockholders of record as at August 31, 1946.” 

Sales of merchandise to regular customers on credit for the period from ue 1 to lt 
inclusive amounted to $9,500 and were merged with the liquidation sales. All merchandise 

sold after the auction was finally disposed of in August. 
Depreciation subsequent to May 31, 1946, may be ignored. 
Following is a summary of the cash transactions for the three months ended August 


31, 1946: 


Cash Transactions Debit , 
Tur Cash sales — regular.. ne Oa ee ay $ 5,850 
Accounts receivable collections. .....ccccscssccsce 23,500 
) 








Cash sales (speciz 
Cash received from auction sales 
Merchandise 























Furniture, fixtures and trucks......... 
Auctioneer’s commission and expenses........... ; $ 2,850 
Interest on m ak | a > Ree ; 3 
Proceeds from sz of land and buil ding mie Gerda er aretwieh ; 15,900 
Officers and office salaries, i i 
payments = ee ae 2 
Accounts payable na ie eh ad Se re Joc egiug es bts 15,6 
y Accounts recei ivable SCONE c.aalh nos ecinld Ohewneke ; 1,250 
Postauction sales 
EEE eee TO us derecs seumoln 
Furniture, ‘fixtures and trucks..............0085 2,300 
Salary of manager-t ookkees Be SOP POE inch kate wawesee 
\ugust Accounts receivable collections ( = | poe ae a 3,700 - 
Ce a Cee ory frre er errr 73 
Salary of manager-book \kkeeper (including separation ‘ 
CEMNONED  ahcde cc edt sas déa mene ansied One e eae ‘ 2,90 
egal fees and expenses re liquidation.............- y 
$142,200 $27,7 
You are required on the basis of the foregoing to prepare: [79] 


Necessary adjusting entries 





\ columnar work sheet showing the postings of cash transactions, the a 
and the cash available for final distribution 


A statement of loss on realization and expenses of liquidation 
\ statement showing the amount of cash to be distributed as a liquidating dividend 
° to cach of the following stockholders : 
RM c-Sracaensetag wieehe cere ead Srna ote 1,600 shares 
BEF 5S ec Man vais ok dod owa dates oa aeons 1,200 shares 
ese dcng.ig bison AAR Laas loceieen Xa sal Sibee Sea denen ate 900 shares 
Ie. Sy 5d een ab eee Sa ernest 360 shares 
Dae ss Spl TBNG lave afar? Bie ae Whe $e Pb a EMS 140 shares 


otal. :°. ee es IN ck Deh rae aie ee ate 4,200 shares 


624 September 
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PRACTICAL ACCOUNTING — PART II 
Thursday, May 15, 1947 — 1.30 to 6 p. m., only 


Solve problem 3 and clither problem 4 or problein 35. Figures in brackets indicate the 


ts allowed. 





3 From the following information, prepare a balance sheet as at December 31, 1944, in 
accordance with the authorization of the Board of Directors referred to below. Your adjust- 
ments should be clearly keyed by letters or numbers on your Working Trial Balance. [32] 


The Construction Corporation is engaged in a variety of construction work under con- 
tracts, the collections on which are made on the basis of engineering and architects’ estimates 
is to stage of completion. Customers usually retain a percentage of the amount of each esti- 
mate pending completion of the contract. 


Gross profit on contracts has been shown in the books and financial statements in the 
year of completion. Since experience has shown the loss on contracts to be negligible, the 
Board of Directors authorized the restatement of the accounts on the basis of accruing income 
in proportion to completion of contracts during 1944. 


A trial balance of the general ledger of Construction Corporation at December 31, 1944, 
is as follows: 

















Debit Credit 
TT Eee Ce CORTE TC PT ree Ce ee $ 210,100 
FTONE We TMB. 6 fia oo ne cov esa kk Ue eeees Cures Mu eaeee 10,000 
Earned_receivables—billings based on engineers’ and architects’ 
certificates 315,000 
Retained percentages receivable... .......cccccccsccccccccees 110,009 
Postwar excess profits tax refund credit...........0ccceeeecees 32,000 
Advance purchases ..... Ebbehitaet eV RECs Li CEN ae ee wea es 220,000 
a I ok 5c oe.5 4500 05h 34 Casas b beens eaereteses 31,000 
Investment in subsidiary company (Jones Sand Co., Inc.)...... 100,000 
Advances to subsidiary company (Jones Sand Co., Inc.)....... 48,000 
EAB Sea ars als towepulcdee ss aeawlpeacecnlaecderssaeneceedes 60,000 
OO RO CE LOE IMT 8 OM Ay ee 240,000 
ee ee ne er a a ee ee 1,375,000 
Reserve for depreciation—buildings, machinery and equipment.. $ 700,000 
NOCGS TAY GING. 10 DAMS s «osc ceux te Recap ene pee seheecneaeeeey 40,000 
AGCOUHTS. “DAVADIE——1980S. <5 é6 40 d.0.05 0. bbe deneuceeee ewe cents 290,000 
Estimated federal income and excess profits taxes payable...... 150,000 
Accrued taxes—other than federal taxes on income............. 25,000 
Accrued expenses...... Pe TT CET ee eT ee pa ties 22,500 
Purchase money mortgages payable June 30, 1946............. 200,000 
CC MMISENINTS COREE AEC Be e505 chee cca becaca boar 6 a ewe Wala e awl Ow were 125,000 
Capital SUrpliss.«.cice03<s uy avel bo 0-4 8 iwile ore eid ea heal Omran a Gat Cee 275,000 
weer surpied,. Janeery 1; 19446 iicscc cecceceneresscnavecs 318,600 
Contract sales—billed revenueS......cccccccceddeescecscececes 3,370,000 
Cast GE COMMACED Ii PROMOS iy is hoo wcwns esse ees cecesseas 612,000 
ee errr eer Tere Cee re eT 1,828,000 
Administrative and. general expenses: . 6 oc cccctccvcevetiscccuve 175,000 
Provision for federal income taxes —1944.......cccccccccccees 150,000 
$5, 316,100 $3,516,100 
Relevant data: 
(1) Summary of construction in progress: 
January 1, 1944 
Balance 1944 
Con tract %~ of % 0 
Contracts Price Completion Cost Completion Cost 
\ $1,2¢ ) 85 $814,000 15 $119,000 
B rs 300.000 +0) 305.000 14 107,000 
: 900,000 Sees . 35 200,000 
D SGOROGG eg erences 100 375,000 
E 450,000 jo jj = \wigé-ciieee 100 340,000 
F 240,06 rer 100 18 ) 000 
1947 625 
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(2) The balance o 70,000 in “Contract sales-billed revenues” account represents 
(a) the total of comple ab ys contrac ts billed in 1944 plus (/) incompleted contracts billed, a 


$980,000 


(3) In its federal income tax returns, the company reports contract gross profit on the 
basis of completed contracts. An estimated federal income tax liability of $150,000 had been 
provided for in the accounts during 1944. The effective tax rate for 1943, 1944 and 1945 may 
be considered as being 40% of net income (disregard interest on any prior years’ income 
taxes and the applicabiiity of any other sections or provisions of the Internal Revenue Code), 


(4) Construction Corporation is using equipment of its wholly owned subsidiary, the 
Jones Sand Company, Inc., on Contract C, and in lieu of rent is allowing that company 50% 
of the gross profit on the contract, after deducting such rental charge. Such allowance is 
not shown in the accounts. 

(5) The corporation made advance payments for equipment; these appear as charges in 
the advance purchases account as follows: 


Cash advanced for machines not received............ Seu evecare eon © le wis Miaieterels ore $ 40.006 
Cash advanced for machines received in December 1944 and in vard.......... 70, 
Credits to trade accounts payable for machines completed, billed and held by 

vendors MOL MAI IO ic o.565:55 i reaver ate ea RANG ae ee eR 110,00 


Inswer either question 4 or question 53, 

4. The Board of Aldermen of the city of Fulton determine to pave First Street at an 
estimated cost of $100,000 and take necessary legislative action to initiate the project. Th 
charter of the city requires that the cost of such projects be shared 60% by the city at large 
and 40% by the district benefited. Bids are obtained and the contract for the work is awarded 
the A B C Construction Company for $95,000. 


The accounts of the city are maintained on a full accrual basis with provision for encum- 
bering appropriations and with assessment and other characteristic groups of accounts sepa- 
rated. The city has a Revolving Fund of $125,000 which is used to finance uncollected 
assessments receivable and projects in process pending completion and assessment. This fund 
at present is invested in assessments receivable and other projects in process aggregating 
$75,000, and consequently $50,000 must be borrowed temporarily on certificates of indebted- 
ness to finance the First Street project Ten per cent of the front footage of property in the 
district benefited is city-owned, half of that amount having been acquired through fore- 
closure of tax liens and half representing the front footage of public buildings and facilities. 
Street improvement bonds, which will be general obligations of the city, will be sold to 
finance the city’s share of the cost of the improvement. In answering part a of this problem, 
you may disregard any question of premium or interest on the temporary certificates of 
indebtedness and on the bonds; also ignore the fact that property improvement assessments 
are usually payable in instalments. 


Answer both a and b: [2°] 

a Prepare a series of entries in journal entry form, with complete explanations accom- 
panying each, recording the various actions and financial transactions relating to 
this undertaking as they might appear in the Assessment Fund accounts of the city 

The Assessment Roll submitted to the Board of Aldermen for confirmation pro- 
vided for the payment of the assessment against respective properties in five 
equal instalments and was confirmed by the Board, as submitted, without change. 

» You are required to prepare a draft of an Assessment Roll, making thereon fw 
specimen entries for to separate property owners with respect to the first and 
second instalments. 

5 Submit pertinent working papers, a reconciliation of all reciprocal accounts of the 
three companies and an accounting of the differences between the original and corrected net 
income figures in summary form fcr use in preparing the income tax returns of X and Y. [79] 

X is a processor of steel parts for machines, trading as the X Machine Company. Y 
assembles machine parts and trades as the Y Assembly Company. 
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On January 1, 1945, X and Y decided to form a partnership, to be known as the General 
facturing Company. It was contemplated that each partner would continue his own 
wusiness, dealing both with the part: ership and with outsiders. The profit and loss ratio was 


X 40% and Y¥ 60% 


Statements of profit 





ss follow. No audit was made of the accounts before prepa- 





f the following: stat 





Y } 

Vacht Genes 

( ¢ Ufa. ¢ 
Nd ne eee ny eee Ie war Pr ete Peres ey tat. $205 $540,000 $870,000 
( s 15 372.000 5?5. 00f 
Gross protit ra sara acd 6 alee Ned CR a Eee $111,000 $168,000 $345,000 
78.00 93,000 210.000 
iit fre; OGOPERIOTIS «ca 's.c0s cdr ecsincenceoseueees $ 33,000 $ 75,000 $135,000 
( on sale of business property.........e00. Ween rine S506 wedseass 3,000 

Loan by Y¥, deemed worthless on account of wbiadies ation 

MRFUMTCY: o.o:6e.ice-e 050 MO ne CT vaceadec SOG <cwecs eae 
$ 36,500 $ 73,000 $138,000 


\n audit of the accounts and records of the three companies at December 31, 1945, dis- 
closed the tollowing : 


Included in Cost of Sales of General Manufacturing Company were purchases from . 
Machine Company of $135,000. Sales to General gp sodhis. Company on the books of 
X Machine Company were $145,000, Analysis of the discrepancy discloses that X Atachine 
Company had billed General Manufacturing (¢ too for $8,000 which General Manufactur- 
ing Company claimed was fictit In addition, General Manufacturing Company took 
credit of $2,000 for defective n lise, not recorded by X Machine Company. 








Y Assembly Company disbursed substantial sums on behalf of General Manufacturing 
Company during the first three months of the latter's existence. An “Advances” account was 
used by both companies. 


Analysis of the Advanees account follows: 


Charaes to Credits to 
Gen. Mfa. Co Y Assembly Co. 
On books of On books of 
Y Assembly Co. Gen. Mfg. Co. 
S Marc € ¥ 4 Cit NEE Oso cc sks ar0 es $ OM <ieoeenas 
Insut ce 2 00 $ 2,000 
GOR WOR DRNBES Gosia cok Kian Ch neers eo anoaN ate sean an 200 
BVOHORE © os carweis- re ties wo ov pre ive tle Shel erecealecereaaraverer 6) MOTO Ce rack 
IN a i8ka 6s p80 eke ea ee eweeaees 12 
Ma OT an eiorkr gle ealercc As bbb OEE OEE RE ONE MOE AE CEES eee svave wecars 25,000 
to an ac ee ee Paes peimartrtr earmark ese ry rae ea a bvertrate 1O050 8 hrelewaces 
eh | a a ce Eee RRNA acres TER oe fy oe oe are os FRIG®  Seecmres 
$26,995 $27,000 


Y Assembly Company also purchased parts from X Machine Company and sold them 


to General Manufacturing Company 


The books of the three companies involved showed the following entries in connection 


with these transactions : 


(1) On the books of X Machine Company: 











Y Assembly Company sel Mita ee aes Ue dese aad $55,000 
CR eI er eI ee TE ee TE OE TCE fo CN $55,000 
(2) On the books of Y Assembly Company : 
Purchases .. PY eee Ce OCT Te ee alaaivter alae $40,000 
oe Re RECT ee eee eee Pee re ee errs $4 ) 
General Ma i COMOGRS s6.0 6505 oc eeees $85,000 
Sales eee eee eee ee eeeer ee eee te eres trees eese SS3 000 
On the books of General Manutacturing Company : 
Purchases . . Gia SiG a aD ba OP Rea easerat ey aes P $65 
\ Asai CVT OREN Ss dea ea eGe ae Meer nee , Wareleg tect aee $65,000 
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their differences and a Special Master in Chane 
as appointed in January 1946 to tind an equitable reconciliation. 


His findings were as 


pany's bill to General Manufacturing Company of $8,000 was entirely 


nd therefore disallowed. 


was entitled to $1,000 credit for defective mer- 


3) Expenses disbursed by Y Assembly Company on behalf of General Manufacturing 
Company were allowed except for the following: 
(a) Legal expense to be borne equally 
(b) Advertising allowed in amount of $25 only 
(c) Payroll overstated on Y Assembly Company's books by $325 


(4) The machine recorded on the books of General Manufacturing Company actually 
was owned by Y Assembly Company. General Manufacturing Company had deducted $625 
lepreciation for the three-month period. Y Assembly Company had also deducted $625 
lepreciation. This machine was used by General Manutacturing Company from date of 
acquisition on July 1, 1945, to October 1, 1945, when it was sold by General Manufacturing 
Company for $27,375, or $3,000 in excess of adjusted book value. Y Assembly Company | 
charged General Manufacturing Company with $3,000 representing actual profit of $2,375, 
plus rental charges of $625. This was allowed. The $3,000 was credited to Cost of Sales on 
Y Assembly Company’s books. 


(5) As to sales by X Machine Company to Y Assembly Company and by Y Assembly 
Company to General Manuiacturing Company, X Machine Company should have charged 
Y Assembly Company $50,000 and Y Assembly Company should have charged General Manu- 
facturing Company $70,000. 





fanu- 








